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Dear  Local  Official 

For  most  cities  and  towns  in  the  Commonwealth,  purchasing  equipment  through  traditional  funding 
methods  has  been  inhibited  by  the  prevailing  economic  climate  and  by  limitations  on  the  levying  of 
property  taxes. 

Despite  the  fact  that  funding  for  these  purchases  has  diminished,  the  need  remains  strong  for  additional 
and  replacement  equipment  used  in  the  delivery  of  municipal  services.  Municipal  leasing  is  an  alternative  to 
traditional  financing  which  is  timely  and  of  increasing  interest  to  local  government  officials 

This  primer  is  designed  to  assist  municipal  officials  in  understanding  the  central  issues  related  to  leasing. 
The  topics  covered  include:  the  economics  of  leasing,  federal  and  state  legal  requirements,  accounting  practices, 
and  policy  implications  to  consider.  The  primer  also  guides  the  local  official  through  a  typical  leasing 
process. 

There  are  many  applications  of  leasing  which  may  be  of  interest  to  municipal  officials.  This  first 
publication  mainly  addresses  equipment  leasing,  focusing  on  tax-exempt  conditional  sales  agreements.  Other 
alternatives  will  be  explored  in  future  publications.  In  addition,  we  are  currently  developing  case 
studies  illustrating  actual  leasing  applications  by  Massachusetts  communities,  and  worksheets  to  aid  local 
officials  in  calculating  the  costs  involved. 

We  hope  that  Equipment  Leasing:  A  Primer  for  Local  Government  Officials  is  a  useful  reference  for 
those  exploring  how  the  leasing  alternative  may  benefit  their  communities.  We  encourage  your  comments. 


Sincerely, 


Amy  S.  Anthony,  Secretary 


100  Cambridge  Street 
Boston,  Massachusetts  02202 
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Part  I 

The  Leasing  Alternative 


Introduction 

In  the  '80s,  Massachusetts  cities  and  towns  are  finding  it  difficult  to 
acquire  the  capital  equipment  they  need  to  streamline  their  operations  and 
enrich  the  quality  of  the  services  they  deliver.   Historically,  municipali- 
ties have  had  four  options  for  financing  capital  acquisitions:   straight 
purchase  out  of  current  revenues,  intergovernmental  grants,  through  stabili- 
zation funds,  and  by  incurring  debt.   Proposition  2  1/2,  growing  taxpayer  scru- 
tiny of  local  fiscal  management,  cuts  in  federal  aid,  and  the  increasing  cost 
of  service  delivery  have  made  it  difficult  for  municipalities  to  finance 
capital  improvements  in  these  traditional  ways.   Municipal  financial  managers 
are  faced  with  a  hard  choice:   to  eliminate  capital  acquisition  and  replace- 
ment plans  or  to  find  alternative  funding  sources. 

Leasing  is  a  promising  alternative  which  increasing  numbers  of  cities  and 
towns  are  now  exploring.   Private  firms  have  long  recognized  the  advantages 
leasing  can  offer.   Recently,  liberalized  tax  laws  have  made  this  option 
increasingly  available  to  local  governments  as  well:   certain  leases  qualify 
as  tax-exempt  when  the  lessee  is  a  state  or  local  government.   This  advantage 
translates  into  lower  interest  rates  for  the  government  lessee. 

Through  leasing,  cities  and  towns  can  acquire  the  full  range  of  capital 
equipment  needed  in  their  day-to-day  operations  and  for  seasonal  projects, 
including,  but  not  limited  to:   police  cars,  fire  trucks  and  apparatus,  ambu- 
lances, public  works  and  other  vehicles,  landfill  and  sanitation  equipment, 
energy-saving  equipment,  communication  and  telephone  systems,  medical  equip- 
ment, and  computer  systems.   Although  leasing  is  most  popularly  used  by  muni- 
cipalities to  acquire  equipment  of  these  types,  certain  variations  on  basic 
leases  allow  cities  and  towns  to  lease  buildings,  mass  transit  vehicles,  and 
other  large  capital  assets  as  well. 

Despite  its  attractiveness,  however,  leasing  is  not  always  the  clear  or  the 
right  choice.   The  decision  to  lease  must  be  carefully  evaluated  in  light  of 
economic  and  legal  considerations  as  well  as  longer-term  policy  implications 
for  the  municipality. 

This  primer  provides  municipal  officials  with  a  framework  for  understanding 
municipal  leasing,  for  weighing  its  benefits  and  problems  and,  finally,  for 
making  a  decision  to  lease  and  understanding  the  policy  implications  of  that 
decision.   We  limit  our  discussion  in  this  first  publication  to  equipment 
leasing,  the  least  complicated  and  most  popular  application  of  leasing  among 
municipalities.   Although  other  leasing  arrangements  are  possible,  this 
publication  focuses  on  true  leases  and  conditional  sales  leases. 


The  primer  is  divided  into  three  parts.   Part  I  is  a  general  discussion  of 
leasing,  focusing  on  leasing  of  equipment  by  municipalities.   We  begin  by 
defining  leasing  and  outlining  various  specific  leasing  arrangements.   An 
explanation  of  the  economics  of  leasing  follows.   We  then  list  reasons  why 
municipalities  most  frequently  choose  to  lease  and  describe  the  legal  issues 
and  accounting  practices  related  to  municipal  leasing.   Part  1  concludes  with 
a  discussion  of  policy  implications  the  municipality  should  consider  when 
deciding  whether  or  not  to  enter  a  leasing  agreement. 

Part  II  provides  practical  information  for  the  public  official  evaluating  the 
leasing  option.   We  describe  the  roles  of  key  participants  in  the  leasing 
process,  the  process  itself,  and  important  contractual  provisions.   Part  II 
ends  with  a  series  of  questions  and  answers  intended  to  guide  the  municipal 
official  through  the  central  issues  related  to  leasing. 

Part  III  contains  three  appendices:   a  list  of  some  Massachusetts  cities  and 
towns  which  currently  lease  equipment,  an  explanation  of  discounting  accom- 
panied by  an  example  of  how  this  technique  is  used  to  calculate  the  cost  of  a 
lease  over  time,  and  pertinent  excerpts  from  the  Massachusetts  General  Laws 
establishing  and  defining  local  governments'  powers  to  lease  equipment. 

Given  the  deliberately  limited  scope  of  this  publication,  not  all  of  the 
complexities  of  municipal  leasing  are  fully  developed  here.   Other,  more 
detailed  sources  of  information  on  municipal  leasing  are  listed  at  the  end  of 
this  primer. 


What  Is  Leasing? 

In  simplified  terms,  a  lease  is  a  rental  arrangement  between  two  parties. 
The  owner  of  the  property,  the  lessor,  agrees  to  rent  it  to  the  lessee  at  a 
negotiated  rental  price  over  a  specified  period  of  time.   The  lessee  thereby 
acquires  use  of  the  asset  —  and,  in  some  cases,  maintenance  and  related  ser- 
vices —  without  purchasing  the  asset  outright.   In  return,  the  lessor 
receives  a  stream  of  payments  which  reflect  the  cost  of  providing  the  asset 
and  services,  the  reduced  value  of  the  asset  over  the  term  of  the  lease,  the 
risk  that  the  lessee  will  default  on  the  agreement,  and  a  return  on  the 
investment,  or  profit. 

A.  basic  advantage  of  leasing  arises  from  its  special  treatment  under  the  tax 
laws.   The  owner  of  the  property  for  tax  purposes  does  not  have  to  be  the 
same  organization  that  uses  the  asset.   Depending  on  the  tax  status  of  each 
party  involved,  the  leasing  agreement  may  be  structured  so  that  the  tax 
"breaks"  associated  with  owning  the  asset  are  transferred  to  the  party  that 
can  benefit  the  most  from  them.   Selling  depreciation  rights  and  other  tax 
benefits  to  private  investors  makes  leasing  an  economically  viable  funding 
alternative  for  municipalities  in  some  situations. 

There  are  two  basic  leasing  arrangements,  defined  by  the  Internal  Revenue 
Service  (IRS)  as  true  leases  and  conditional  sales  leases  (more  often  known 
as  lease-purchase  agreements).   True  leases  were  for  some  time  the  most  popu- 
lar way  for  municipalities  to  lease  equipment,  but  in  recent  years  there  has 
been  a  major  shift  toward  conditional  sales  agreements  as  the  principal  type 
of  lease  used  by  government  entities.   The  advantages  associated  with  con- 
ditional sales  leases  which  have  produced  this  shift  are  described  in  this 
section.  -  ?  - 


In  addition,  many  raunicipal.it  Les  are  exploring  variations  on  the  basic 
leasing  arrangements:   leveraged  leases,  sale-leaseback,  and  safe-harbor 
leases.   The  most  appropriate  applications  of  these  leases  are  outside  the 
scope  of  this  primer;  however,  we  briefly  describe  them  here  because  they  are 
the  focus  of  growing  controversy  at  the  federal  level  which  may  soon  affect 
equipment  leasing  as  well. 

True  lease.   Under  a  true  lease,  the  lessee  acquires  use  of  the  asset  for  a 
specified  period  of  time,  typically  shorter  than  the  asset's  useful  life. 
The  lessor  retains  ownership.   The  leasing  agreement  may  grant  the  lessee  an 
option  to  purchase  the  property,  but  such  a  purchase  must  be  made  at  the 
property's  fair  market  value  when  the  option  is  exercised. 

Since  ownership  does  not  change  hands  under  a  true  lease,  the  lessee's 

periodic  payments  are  considered  taxable  rental  income  to  the  lessor.   This 

arrangement  allows  a  lessor  that  is  engaged  in  a  trade  or  business  to  deduct 
depreciation  of  the  asset  from  its  taxable  income. 

An  additional  tax  benefit,  the  investment  tax  credit  (ITC),  is  available  to 
lessors  who  lease  certain  qualifying  assets  under  a  true  leasing  arrangement. 
The  ITC  is  not  available  when  the  lessee  is  a  state  or  local  government, 
however,  unless  the  asset  to  be  leased  is  an  historic  or  older  substantial 
building  slated  for  rehabilitation.   Because  of  this  restriction,  true  leases 
are  generally  more  expensive  than  other  funding  methods  available  to  munici- 
palities, and  are  rarely  chosen  when  cost  is  a  major  concern  to  the  com- 
munity. 

Conditional  sales/Lease-purchase  agreements.   In  contrast  to  a  true  lease,  a 
conditional  sales  lease  is  in  effect  a  sale  rather  than  a  rental  of  property. 
Ownership  transfers  to  the  lessee  for  tax  purposes  at  the  inception,  or 
beginning  of  the  lease's  term.   The  lessee  pays  for  the  asset  in  installments 
according  to  a  payment  schedule  specified  in  the  lease  contract,  and  each 
payment  includes  a  principal  and  an  interest  component.   The  lessee  accumula- 
tes equity  and  assumes  risk  in  the  asset  over  the  terra  of  the  lease.   At  the 
end  of  the  lease's  term,  the  property  passes  to  the  lessee  for  a  nominal  sum, 
usually  one  dollar. 

The  lessee  rather  than  the  lessor  is  considered  the  owner  of  the  asset  under 
a  conditional  sales  lease.   The  tax  benefits  associated  with  ownership  (e.g., 
depreciation,  the  ITC)  therefore  go  to  the  lessee.   Unfortunately,  none  of 
these  "breaks"  are  useful  when  the  lessee  is  a  municipality  or  other  non- 
taxable government  entity. 

This  type  of  lease  does  provide  one  important  tax  benefit  relevant  to  govern- 
ment lessees,  however.   The  interest  portion  of  the  periodic  lease  payments 
made  by  the  municipality  is  tax-exempt;  the  lessor  or  other  investor  in  the 
lease  does  not  have  to  pay  federal  or  Massachusetts  state  Income  tax  on  this 
portion.   If  the  lease  Is  structured  properly,  this  exemption  enables  the 
lessor  to  charge  a  government  lessee  a  lower  interest  rate  on  the  lease  than 
it  could  on  conditional  sales  leases  to  private  lessees,  or  on  true  leases  of 
comparable  terra  and  risk. 

Because  of  this  special  tax  advantage,  a  conditional  sales  lease  involving  a 
government  lessee  is  commonly  referred  to  as  a  tax-exempt  lease,  and  has 
become  the  most  popular  leasing  arrangement  used  by  municipalities  to  acquire 
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capital  equipment.   This  popularity  makes  tax-exempt  leases  an  attractive 
investment  and  in  many  cases  allows  Lessors  to  assign  or  sell  their  rights 
under  leasing  agreements  to  private  investors  rather  than  commit  their  own 
resources  to  the  transaction. 

Under  a  tax-exempt  leasing  arrangement,  the  municipal  lessee  is  usually 
responsible  for  paying  costs  of  operation,  maintenance,  taxes,  and  insurance 
on  the  asset.   The  lessee  has  an  unconditional  obligation  to  make  payments  to 
the  lessor  as  scheduled,  except  when  the  non-appropriation  clause  is  exer- 
cised.  This  clause,  sometimes  known  as  the  fiscal-funding  clause,  is  an 
important  identifying  feature  of  almost  every  tax-exempt  lease.   It  makes  the 
lease  a  one-year  contract  with  automatic  renewal  unless  the  government  lessee 
notifies  the  lessor  that  funds  have  not  been  appropriated  for  the  following 
fiscal  period.   This  clause  is  importa/it  from  the  municipality's  standpoint 
because  it  prevents  the  lease  from  being  classified  as  a  long-term  obligation 
or  debt,  subject  to  existing  local  debt  limitations.   Historically,  it  has 
also  signalled  a  higher  risk  that  the  municipality  will  cancel  the  agreement, 
and  induced  the  lessor  to  charge  a  higher  interest  rate  or  to  require  the 
lessee  to  purchase  insurance  to  offset  the  risk  of  non-appropriation. 

To  be  classified  as  tax-exempt,  a  lease  must  meet  certain  criteria 
established  by  the  IRS.   We  outline  these  criteria  in  the  discussion  of  legal 
considerations.   A  municipality  entering  into  a  conditional  sales  lease 
should  make  certain  that  the  agreement  negotiated  meets  these  criteria  to 
realize  the  maximum  possible  tax  advantage  from  the  lease. 

Leveraged  lease.   A  leveraged  lease  is  a  true  lease  involving  a  third  party 
in  addition  to  the  lessee  and  lessor:   a  lender  to  the  lessor.   The  lender 
loans  the  lessor  a  substantial  portion,  usually  fifty  (50%)  to  eighty  (80%) 
percent,  of  the  capital  needed  to  buy  the  asset  the  lessee  needs.   Leveraged 
leases  are  generally  used  for  very  expensive  and  complex  capital  projects. 

Sale-Leaseback.   In  a  sale-leaseback  agreement,  a  municipality  sells  an  asset 
—  usually  a  public  building  —  to  another  investor  and  simultaneously 
arranges  to  lease  back  from  the  buyer  all  or  some  portion  of  the  asset  for 
its  own  use.   This  transaction  relieves  the  municipality  of  operating  and 
maintenance  costs  for  the  entire  asset  while  generating  revenue  from  the 
sale.   The  goal  is  to  structure  the  lease  to  get  the  maximum  possible  tax 
break  from  ownership  of  the  asset,  which  is  normally  worth  more  to  a  private 
organization  or  individual  investor  than  to  a  municipality. 

Safe-harbor  lease.   A  safe-harbor  lease  is  a  controversial  new  arrangement 
through  which  a  firm  without  taxable  income  —  a  city  or  town,  for  example  — 
sells  qualifying  depreciable  property  to  a  corporation  with  taxable  income 
and  then  leases  the  property  back  from  the  buyer.   The  sale  of  the  property 
is  recognized  for  federal  tax  purposes  only;  for  all  other  purposes,  the 
lessee-seller  remains  the  legal  owner.   State  and  local  governments  may  use 
the  safe-harbor  lease  only  for  mass  transit  vehicles  (including  subway  cars, 
light  and  heavy  rail  vehicles,  and  buses). 
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The  Economics  of  Leasing 

The  cost  of  acquiring  equipment  is  an  important  concern  of  the  financial 
manager  considering  alternative  funding  options.   However,  the  economics  of 
leasing  is  the  least  understood  aspect  of  lease  financing,  especially  in  the 
public  sector.   Many  municipalities  refuse  to  consider  leasing  at  all, 
assuming  that  it  is  always  more  expensive  than  other  funding  methods.   Others 
advocate  leasing  at  all  times,  assuming  that  it  is  cheaper  than  straight 
purchase  or  bonds.   Few  municipalities,  however,  actually  perform  cost  calcu- 
lations to  discover  what  the  true  cost  of  leasing  is  in  their  case. 

To  assess  the  total  cost  of  a  lease  over  its  term  and  to  compare  it  to  the 
cost  of  other  funding  options,  the  lessee  must: 

identify  all  the  costs  associated  with  the  lease  and  with  any  other 
feasible  methods  of  acquiring  the  needed  equipment 

adjust  these  costs  to  reflect  changes  in  the  value  of  money  over 
time,  time,  and 

add  up  all  the  adjusted  cost  components  for  each  option  and  compare 
options . 

Identifying  costs 

Ordinarily,  rental  payments  are  the  only  major  costs  associated  with  leasing. 
(Maintenance  and  servicing  may  be  added  costs  of  leasing,  but  equipment 
acquired  by  any  method  will  require  expenditures  by  the  municipality  in  these 
areas;  see  the  discussion  of  maintenance  benefits  below.)   Issuing  a  bond,  on 
the  other  hand,  may  entail  a  number  of  extra  costs,  including:   referendum 
costs,  legal  fees,  printing  costs,  rating  costs,  fiscal  advisory  fees,  and  so 
on.   Simply  comparing  the  interest  rates  on  the  two  financing  methods  may 
therefore  be  misleading;  even  when  the  interest  rate  on  a  lease  is  higher 
than  the  rate  on  a  bond  to  acquire  the  same  asset,  the  total  costs  associated 
with  the  lease  may  be  less.   This  result  is  most  often  true  for  leases  on 
assets  with  short  useful  lives.   Since  the  terras  of  a  lease  parallel  the 
asset's  useful  life,  the  municipality  can  avoid  borrowing  over  a  dispropor- 
tionately long  period  of  time  —  as  is  often  true  with  bonds  —  to  finance 
short-term  projects. 

Adjusting  for  the  time  value  of  money 

By  adjusting  costs  to  reflect  for  the  time  value  of  money,  we  account  for  the 

fact  that  a  dollar  spent  or  received  in  the  future  is  worth  less  than  a 

dollar  today.   The  further  into  the  future  a  payment  is  to  be  made,  the  less 

its  value  is  today  because  of  risk,  people's  consumption  preferences,  and 
inflation. 

To  compare  the  total  cost  of  a  lease  over  time  to  the  cost  of  straight  cash 
purchase  today,  we  use  the  discounting  method  to  calculate  the  present  value 
of  the  stream  of  lease  payments.   This  calculation  adjusts  the  value  of  each 
payment  according  to  how  far  into  the  future  it  is  made,  and  gives  us  the 
equivalent  in  today's  dollars  of  the  cost  of  the  lease  over  time. 
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For  a  more  detailed  description  of  the  discounting  method,  plus  an  example  of 
how  it  is  used  to  calculate  the  cost  of  a  lease  over  time,  please  see  Appendix 
Two. 

Comparing  options 

When  this  analysis  Is  rione,  Leasing  almost  always  appears  more  expensive  for 
munLclpalLttes  than  other  means  of  acquiring  capital  equipment,  although  this 
depends  on  the  equipment  to  be  leased,  the  Individual  agreement,  and  especially 
the  type  of  lease  chosen.   The  tax  benefits  to  the  private  lessor/investor  which 
stem  from  the  municipal  lease  are  a  major  determinant  of  its  cost,  and  the 
amount  of  tax  savings  depends  on  the  structure  of  the  lease.   True  leases  are 
rarely,  if  ever,  preferable  when  economics  is  of  greatest  concern  to  the  munici- 
pality.  In  a  conditional  sales  lease,  however,  the  "sale"  of  tax  benefits  to 
the  lessor  may  result  In  an  interest  rate  low  enough  to  bring  the  total  cost  of 
the  lease  into  line  with  bond  issuance  or  other  feasible  funding  methods. 

A  weakness  of  this  analysis  —  which  focuses  on  the  costs  of  leasing  equipment 
—  is  that  it  may  understate  some  economic  advantages  of  leasing  that  are  not 
readily  apparent  or  are  hard  to  estimate.   For  example,  it  is  extremely  impor- 
tant to  consider  the  potential  economic  (as  well  as  management)  advantages  to  be 
gained  from  service  and  maintenance  which  may  accompany  leased  equipment.   (True 
leases  normally  include  service  and  maintenance,  while  conditional  sales 
agreements  often  permit  the  contracting  of  service  and  maintenance  by  the  lessor 
through  separately-negotiated  contracts.)   It  Is  In  the  lessor/investors' 
interest  to  protect  their  investment  by  providing  frequent,  high-quality  main- 
tenance of  the  leased  equipment.   A  related  advantage  is  that  lessors  typically 
agree  to  provide  replacement  equipment  should  the  leased  item  break  down,  either 
permanently  or  temporarily.   This  provision  ensures  that  the  municipality  can 
continue  to  perform  needed  services  even  when  the  leased  equipment  is  "down". 

The  wider  choice  among  types  and  brand  names  of  equipment  available  through 
leasing  may  also  translate  into  dollar  savings  for  the  municipality.   A  com- 
munity which  would  prefer  to  acquire  a  high-quality  brand  of  equipment  by 
spreading  its  high  cost  out  over  a  period  of  years  might  be  forced  to  settle  for 
an  inferior  product  if  cash  purchase  were  the  only  option  available.   If  the 
higher-quality  equipment  allows  the  municipality  to  perform  its  services  more 
efficiently  or  effectively,  or  lasts  for  a  longer  period  of  time,  significant 
economic  savings  may  result  from  leasing. 

Despite  these  many  economic  considerations,  municipalities  rarely  choose  to 
lease  or  not  to  lease  on  the  basis  of  cost  factors  alone.   Often,  they  decide  on 
the  basis  that  leasing  gives  them  more  flexibility  in  the  use  of  their  capital 
reserves,  does  not  require  voter  approval  which  may  be  difficult  to  obtain,  does 
not  count  as  long-term  debt,  or  more  closely  fits  their  needs  in  some  other  way. 
And,  for  some  municipalities  which  are  prevented  from  borrowing  and  have  insuf- 
ficiet  capital  reserves,  leasing  may  be  the  only  means  of  acquiring  essential 
equipment.   In  such  cases,  cost  savings  becomes  a  secondary  concern. 
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Whether  it  is  the  most  or  the  least  Important  factor  In  the  decision  to 
Lease,  however,  the  municipality  shou  L  J  pay  cio.se  attention  to  the  Lssue  of 
cost  savings.   Understanding  the  economics  of  leasing  may  help  to:   determine 
which  lessor  submits  the  lowest  bid,  secure  the  support  and  approval  of  the 
local  legislative  body,  and  justify  the  decision  to  lease  to  local  taxpayers. 


Why  I,ease? 

As  leasing  is  rarely  the  lowest-cost  way  for  municipalities  to  acquire  capi- 
tal equipment,  other  economic,  legal,  political,  and  programmatic  advantages 
more  frequently  explain  why  increasing  numbers  of  cities  and  towns  are 
exploring  the  leasing  option. 

Among  the  reasons  municipalities  most  frequently  choose  to  lease  are: 

Leasing  allows  the  municipality  to  spread  the  cost  of  equipment  over 
several  fiscal  periods  or  years.   It  may  want  to  do  this  when: 

•  current  revenues  are  scarce 

•  the  municipality  faces  a  backlog  of  capital  replacement  needs 

•  the  needed  equipment  is  too  expensive  to  fund  out  of  current  reve- 
nues but  has  too  short  a  useful  life  to  finance  with  a  bond 

•  the  municipality  wants  to  conserve  operating  reserves  and  debt 
capacity  for  other  needs  without  deferring  equipment  acquisitions 

Leasing  may  provide  the  municipality  with  an  alternative  to  costly 
and  cumbersome  voter  approval  and  other  constraints  on  their  capital 
raising  functions,  such  as  Proposition  2  1/2. 

Leasing  may  be  the  only  feasible  alternative  in  situations  where 
current  revenues  are  insufficient,  intergovernmental  grants  are  una- 
vailable, and  debt  financing  is  impossible. 

Leasing  may  offer  an  attractive  package  of  service  and  maintenance 
benefits,  either  as  part  of  the  lease  contract  or  under  a  separate 
agreement. 

Beyond  these  general  advantages  of  leasing,  municipalities  choose  among  types 
of  leases  according  to  their  specific  needs. 

Advantages  of  True  Leases 


True  leases  are  less  popular  than  tax-exempt  conditional  sales  agreements 
since  under  a  true  lease  the  municipality  does  not  accumulate  equity  in  the 
leased  asset  and  is  also  compelled  to  pay  a  higher  interest  rate.   However, 
advocates  indicate  that  this  arrangement  does  offer  advantages  which  are 
attractive  to  cities  and  towns  in  some  circumstances: 

True  leases  are  a  practical  way  to  acquire  equipment  the  municipa- 
lity needs  only  for  a  short  time,  as  in  emergency  situations,  or 
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will  use  only  seasonally.  This  arrangement  also  allows  the  munici- 
pality to  test  the  usefulness  of  the  equipment  before  making  a  com- 
mitment to  buy  or  to  leasepurchase  it. 

True  leases  allow  the  municipality  flexibility  in  the  face  of 
rapidly  changing  technology.   For  example,  some  cities  and  towns 
acquire  the  use  of  computer  systems  through  true  leases  rather  than 
through  conditional  sales  leases  because  they  do  not  want  to  be 
saddled  with  outmoded  equipment  when  more  advanced  models  become 
available.   The  municipality  entering  a  true  lease  pays  for  this 
increased  flexibility  through  a  higher  interest  rate,  however. 

Advantages  of  Tax-Exempt  Conditional  Sales  Leases 

Advocates  of  conditional  sales  leasing  say  that  it  combines  the  advantages  of 
leasing  with  the  advantages  of  ownership.   That  is,  tax-exempt  conditional 
sales  agreements  allow  the  municipality  to  spread  out  the  cost  of  capital 
acquisition,  avoid  voter  approval  and  other  restrictions  on  expenditures,  and 
contract  for  outside  service  and  maintenance  while  accumulating  valuable 
equity  in  the  leased  asset. 

Another  advantage  of  tax-exempt  leasing  is  that  the  larger  tax  benefits 
flowing  to  the  private  lessor  and/or  investors  result  in  relatively  lower 
interest  rates  for  the  municipal  lessee. 


Legal  Considerations 

A  municipal  leasing  arrangement  must  meet  a  number  of  federal  and  state 
legal  requirements.   The  most  important  of  these  requirements  ensure  that 
the  municipality  can: 

Obtain  tax  benefits  valuable  to  the  taxable  lessor  or  other 
investors  in  the  lease,  who  subsequently  pass  on  a  cost  savings  to 
the  municipality; 


Avoid  the  lease's  classification  as  debt. 


As  important  as  legal  considerations  are  in  municipal  lease  financing,  the 
existing  laws  are  neither  well-understood  nor  widely-accepted.   Some  of  the 
requirements  governing  leases  appear  to  conflict  with  one  another; 
understanding  these  conflicting  requirements  can  be  a  confusing  task  for  the 
municipal  lessee.   An  even  larger  source  of  confusion  is  the  increased  atten- 
tion leasing  is  currently  receiving  in  Congress;  two  important  bills  were 
recently  filed  which  challenge  some  of  the  tax  breaks  associated  with  munici- 
pal leases.   How  equipment  leasing  may  change  as  a  result  of  passage  of  these 
bills  or  similar  leasing  legislation  is  not  yet  known. 

In  this  section,  we  outline  the  major  federal  requirements  for  municipal 
leases,  describe  the  current  Congressional  challenges,  and  finally  outline 
the  pertinent  Massachusetts  laws  with  which  a  municipal  lease  must  comply. 
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Federal  Laws 

Three  types  of  federal  laws  apply  to  municipal  leasing  arrangements:   federal 
tax  laws,  regulations,  and  rulings;  federal  securities  laws;  and  the  federal 
bankruptcy  code.   For  the  most  part,  the  municipal  official  in  charge  of 
leasing  need  not  be  concerned  with  the  details  of  these  federal  requirements; 
it  is  in  the  interest  of  the  lessor  to  ensure  that  a  particular  leasing 
contract  complies  with  all  pertinent  laws  and  regulations.   The  municipality 
can  safeguard  its  interest  by  choosing  a  lessor  with  experience  in  tax-exempt 
leasing  and  by  having  its  municipal  legal  counsel  review  the  leasing  contract 
carefully. 

The  most  important  legal  question  to  resolve  is  how  the  lease  is  classified 
for  tax  purposes.   In  most  cases,  the  municipality  will  choose  to  acquire 
equipment  through  a  conditional  sales,  or  lease-purchase,  agreement.   If  the 
lease  is  structured  such  that  the  interest  portions  of  the  periodic  payments 
are  exempt  from  federal  income  taxes,  the  interest  paid  by  the  lessee  is 
likely  to  be  lower  that  if  the  interest  portions  are  fully  taxable.   Ensuring 
that  a  conditional  sales  lease  is  classified  as  tax-exempt  is  therefore  of 
real  economic  importance  to  the  municipality. 

There  are  certain  criteria  established  under  the  Internal  Revenue  Code  and 
pursuant  to  Internal  Revenue  Service  (IRS)  rules,  regulations,  and  procedures 
to  determine  whether  an  agreement  qualifies  for  tax-exempt  treatment: 

Lessee  must  be  a  qualified  tax-exempt  organization. 
Under  section  103(a)(1)  of  the  Internal  Revenue  Code,  interest  on 
"obligations  of  a  State,  a  Territory,  or  a  possession  of  the  United 
States,  or  any  political  subdivision  of  any  of  the  foregoing,  or  of 
the  District  of  Columbia"  is  exempt  from  federal  income  taxation. 
This  is  usually  interpreted  to  mean  that  a  state,  city  or  town,  or 
county  can  act  as  a  lessee  in  a  tax-exempt  conditional  sales 
agreement.   In  addition  to  these  entities,  special  purpose 
districts,  authorities,  boards,  commissions,  and  agencies 
established  to  carry  out  governmental  functions  may  qualify  as  tax- 
exempt  lessees. 

Lease  must  be  an  obligation  that  is  issued  pursuant  to  borrowing 
power  and  that  specifically  identifies  interest. 

For  the  interest  paid  under  a  conditional  sales  agreement  to  be  tax- 
exempt,  the  obligation  of  the  lessee  to  make  periodic  payments  under 
the  agreement  must  be  in  writing,  must  be  incurred  by  the  lessee 
pursuant  to  its  borrowing  power,  and  must  show  that  a  portion  of  the 
payments  is  allocable  to  interest. 

Lease  must  be  structured  as  a  conditional  sale. 

For  interest  paid  under  a  municipal  leasing  agreement  to  be  tax- 
exempt,  the  lease  must  be  structured  as  a  conditional  sales 
agreement  rather  than  as  a  true  lease.   This  means  that  the  munici- 
pal lessee  must  acquire  an  equity  interest  in  the  leased  property 
and  bear  the  risk  of  loss,  and  that  the  lessee  must  be  obligated, 
except  for  non-appropriation,  to  make  the  periodic  payments  as  sche- 
duled.  Under  IRS  Revenue  Ruling  55-540,  a  leasing  agreement  will 
generally  be  considered  to  be  a  conditional  sales  lease  if  one  or 
more  of  the  following  conditions  are  met: 
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•  The  lessee  will  acquire  title  to  the  property  upon  paying  a  stated 
amount  in  rentals  or  upon  paying  an  amount,  including  rentals  plus 
a  purchase  option  price,  that  is  equal  to  the  original  purchase 
price  of  the  property  plus  interest. 

•  Some  portion  of  the  periodic  rental  or  lease  payments  is  specifi- 
cally designated  as  interest  or  is  readily  recognizable  as  such. 

•  The  periodic  lease  payments  materially  exceed  the  fair  market  ren- 
tal value  for  use  of  the  property. 

•  The  total  payments  that  the  lessee  makes  over  a  relatively  short 
period  of  use  (that  is,  a  period  significantly  shorter  than  the 
property's  useful  life)  make  up  an  inordinantly  large  portion  of 
the  original  purchase  price  for  the  property  plus  interest. 

•  The  property  being  leased  may  be  acquired  under  a  purchase  option 
at  a  nominal  price  or  at  a  price  that  is  significantly  less  than 
the  fair  market  value  of  the  property  at  the  time  the  option  is 
exercised. 

Except  under  special  circumstances,  leases  not  qualifying  as  conditional 
sales  by  meeting  one  or  more  of  these  criteria  are  considered  to  be  true 
leases  for  tax  purposes.   Less  generous  tax  benefits  are  then  available  to 
the  lessor  or  other  investors  in  the  lease. 

Current  Federal  Challenges 

As  traditional  financing  has  become  harder  to  obtain  in  the  public  sector  and 
leasing  has  become  an  increasingly  popular  alternative,  municipalities  are 
exploring  more  and  more  creative  —  and  controversial  —  new  leasing  arrange- 
ments.  These  arrangements  amount  to  sales  of  tax  benefits  by  non-taxable 
entities  to  businesses  or  other  taxable  investors  who  are  seeking  write-offs 
to  reduce  their  tax  liabilities. 

Among  municipalities,  sale-leaseback  arrangements  are  the  most  popular  of 
these  controversial  leases.   Through  a  sale-leaseback,  a  local  government  or 
other  tax-exempt  institution  sells  real  property  to  private  investors  and 
leases  it  back.   The  private  entity  puts  equity  into  the  property  and  in 
return  gets  rental  payments  plus  the  tax  benefits  of  ownership,  which 
include:   interest  deductions,  depreciation  deductions,  and  occasionally 
investment  tax  credits.   Since  the  Economic  Recovery  Tax  Act  of  1981  (ERTA) 
liberalized  depreciation  allowances  through  an  accelerated  depreciation  sche- 
dule and  increased  investment  tax  credits,  public  property  has  become  more 
attractive  to  private  investors;  local  governments  now  have  a  stronger  incen- 
tive to  sell  public  property  than  they  did  in  the  past.   The  City  of  Oakland, 
California  has  sold  and  leased  back  its  museum  and  auditorium;  Norfolk, 
Virginia  is  one  of  many  cities  which  have  sold  their  city  halls  to  private 
developers;  and  Baltimore  has  sold  an  incinerator  and  firehouse,  to  name  just 
three  examples  of  the  sale-leaseback  arrangement. 

While  the  municipality  and  private  investors  may  benefit  from  a  sale  — 
leaseback,  the  federal  government  loses;  an  unintended  effect  of  ERTA  is  the 
impact  of  these  arrangements  on  federal  tax  revenues.   The  volume  of  sale- 
leaseback  activity  is  unknown,  but  it  is  estimated  that  the  tax  breaks  asso- 
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ciated  with  leasing  are  costing  the  U.S.   Treasury  billions  of  dollars  a  year 
as  more  and  more  tax-exempt  entities  rush  into  such  transactions. 

In  response  to  this  drain  on  federal  tax  revenues,  two  bills  have  recently 
been  filed  in  Congress  which  seek  to  eliminate  some  of  the  tax  incentives 
responsible  for  the  unprecendented  growth  in  leasing.   These  bills  are:   H.R. 
3110,  "The  Governmental  Leasing  Act  of  1983,"  sponsored  by  Rep.  J.J.  Pickle 
(D-Texas);  and  S.  1564,  "The  Governmental  Lease  Financing  Reform  Act  of 
1983,"  sponsored  by  Senator  Robert  Dole  (R-Kansas). 

Both  bills  focus  on  eliminating  investment  tax  credits  and  substituting 
slower  straight-line  depreciation  for  the  accelerated  depreciation  allowances 
arising  from  sale-leasebacks  and  other  controversial  leases.   Should  either 
bill  pass,  any  lease  commencing  after  May  23,  1983  would  be  subject  to  its 
restrictions.   As  of  this  writing,  H.R.  3110  had  cleared  the  House  Ways  and 
Means  Committee,  and  S.  1564,  considered  the  more  refined  of  the  two  bills, 
was  expected  to  meet  with  equal  favor  on  the  Senate  side.   Observers  say  it 
is  certain  that  one  of  these  bills  —  or  at  least  an  equivalent  measure  — 
will  be  enacted  in  the  near  future. 

Strictly  speaking,  since  this  legislation  focuses  on  the  ITC  and  depre- 
ciation, the  current  challenges  are  aimed  at  true  leases.   Conditional  sales 
agreements,  in  which  the  municipal  lessee  is  the  legal  owner  of  the  property 
for  tax  purposes,  do  not  now  allow  the  private  lessor  to  benefit  from  the  ITC 
and  depreciation  allowances.   Most  municipal  equipment  leasing  is  done 
through  conditional  sales  agreements  and  therefore  will  not  be  affected  by 
passage  of  either  H.R.  3110  or  S.  1564.   However,  regardless  of  the  success 
or  failure  of  the  current  legislation,  the  concern  surrounding  leasing  at  the 
federal  level  can  be  expected  to  continue.   The  tax  benefits  associated  with 
tax-exempt  conditional  sales  leasing  may  be  scrutinized  as  well.   Should 
Congress  move  to  eliminate  the  tax  benefits  associated  with  conditional  sales 
agreements,  equipment  leases  will  become  a  less  attractive  investment  for 
private  lessors  and  therefore  a  more  expensive  funding  alternative  for  cities 
and  towns.  Any  municipality  which  relies  upon  leasing  as  an  important  part  of 
its  long-range  capital  improvement  strategy  is  cautioned  that  the  leasing 
alternative  may  in  the  future  be  eliminated  or  drastically  curtailed. 

The  Division  of  Community  Services,  Executive  Office  of  Communities  and 
Development,  will  continue  to  monitor  legislative  challenges  to  tax-exempt 
leasing,  and  will  share  new  information  with  Massachusetts  communities  as  it 
becomes  available. 

Massachusetts  Laws 


According  to  the  Massachusetts  General  Laws,  Massachusetts  municipalities 
have  the  power  to  lease  or  to  lease  with  an  option  to  purchase  any  equipment 
needed  in  their  operations  under  the  following  guidelines: 

Education  material  and  equipment  may  be  leased  for  periods  not  to 
exceed  three  years;  complex  hospital  and  laboratory  equipment  for 
not  more  than  five  years;  all  other  capital  equipment  for  periods 
not  to  exceed  ten  years.   (G.L.C.  40,  s.  4) 

Approval  of  the  lease  must  be  made  by  a  two-thirds  vote  of  a  town 
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meeting,  a  city  council  with  the  approval  of  the  mayor,  or  the 
appropriate  legislative  body  of  the  municipality.   (G.L.C.  40,  s.  4) 

Awards  of  leasing  contracts  must  be  made  through  the  standard 
bidding  process  with  proper  public  notice.   (G.L.C.  40,  s.  4B  or  4G) 

All  contracts  are  subject  to  annual  appropriation.   This  requirement 
(embodied  in  the  leasing  contract  as  the  non-appropriation  clause) 
relieves  the  municipality  of  liability  should  monies  for  continued 
rental  payments  not  be  appropriated.   The  clause  is  important 
because  it  ensures  that  the  lease  is  not  classified  as  debt. 
(G.L.C.  40,  s.  4) 

All  proposed  leasing  contracts  should  be  carefully  reviewed  by  the 
municipality's  legal  counsel  to  ensure  compliance  with  these  Massachusetts 
state  statutes. 

For  excerpts  from  the  pertinent  General  Laws,  see  Appendix  Three. 

Accounting  Treatment 

Authoritative  guidance  on  nationally-accepted  accounting  principles  for  muni- 
cipal lease  agreements  comes  from  two  sources:   the  National  Council  on 
Governmental  Accounting  (NCGA)  Statement  5,  and  the  Financial  Accounting 
Standards  Board  (FASB)  Statement  13.   These  standards  are  recognized  and  sup- 
ported by  the  Commonwealth  of  Massachusetts  Department  of  Revenue. 

In  accounting  terminology,  leases  are  classified  into  different  categories 
from  those  defined  by  the  the  IRS  for  tax  purposes:   these  categories  are 
operating  lease  and  capital  lease.   For  most  purposes,  the  operating  lease  is 
equivalent  to  the  true  lease  and  the  capital  lease  is  equivalent  to  the  con- 
ditional sales  lease.   There  are  some  differences  between  the  two  classifica- 
tions which  may  be  significant  in  certain  practical  circumstances,  however. 
7A53  Statement  13  provides  criteria  for  distinguishing  between  operating  and 
capital  leases. 

The  two  basic  rules  for  accounting  for  leases  are: 

For  a  true  or  operating  lease,  where  there  is  no  equity  accumulation 
and  no  ownership  transfer,  the  rental  payments  are  treated  as  reve- 
nue by  the  lessor  and  as  expenses  by  the  lessee. 

For  a  conditional  sales  or  capital  lease,  where  ownership  transfers 
to  the  lessee,  the  leased  property  is  recorded  by  the  lessee  as  an 
asset  with  an  associated  liability  on  the  balance  sheet.   As  the 
lease  payments  reduce  the  liability,  the  lessee  records  a 
corresponding  equity  increase.   When  the  title  legally  transfers  to 
the  lessee,  no  further  obligation  remains  outstanding. 

In  practice,  application  of  these  standards  to  municipal  conditional  sales, 
or  lease-purchase  agreements  is  unclear.   Traditionally,  the  non-appropri- 
ation clause  of  the  municipal  leasing  contract  has  prevented  leases  from 
being  classified  as  capital  leases.   Periodic  lease  payments  accordingly 
appear  as  line-items  on  the  city  or  town's  operating  budget  rather  than  as 
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capitalization  of  an  asset  on  the  balance  sheet.   (Note  that  this  does  not 
conflict  with  tax  law  allowing  the  same  lease  to  be  classified  as  a  con- 
ditional sale  to  realize  the  associated  tax  advantages). 

According  to  NCGA  Statement  5,  however,  this  practice  may  soon  change. 
Because  the  non-appropriation  clause  is  rarely  exercised,  the  national  stan- 
dards boards  contend  that  municipal  leases  should  be  classified  as 
"noncancelable"  for  practical  purposes.   If  the  possibility  of  cancellation 
is  remote,  the  lease  should  be  capitalized. 

The  municipal  lessee  should  have  its  accountant  verify  the  most  up— todate 
ruling  and  practices  on  the  capitalization  issue  as  this  debate  develops. 


Policy  Implications 

Equipment  leasing  can  be  advantageous  to  municipalities  for  a  variety  of  eco- 
nomic, management,  and  political  reasons.   It  can  help  cities  and  towns 
acquire  assets  which  are  badly  needed  to  streamline  operations  or  enrich  the 
quality  of  services  they  deliver,  and  which  otherwise  might  be  unobtainable. 

Recently,  liberalized  tax  laws  have  made  this  option  more  attractive  zz   a 
wider  range  of  communities  at  the  same  time  Proposition  2  1/2  and  other 
fiscal  restraints  have  made  traditional  financing  methods  more  difficult.   In 
this  light,  municipalities'  growing  enthusiasm  about  leasing  is  understan- 
dable. 

Nevertheless,  a  community  contemplating  leasing  should  proceed  with  caution. 
As  leasing  has  become  more  popular,  municipalities  have  begun  exploring  new 
and  controversial  leasing  arrangements.   Soae  of  these  arrangements  have 
already  been  challenged  in  court  and  classified  as  abuse  of  local  power. 
Recently,  Congress  too  has  focused  its  attention  on  leasing,  and  is  now  con- 
sidering legislation  to  eliminate  certain  tax  benefits  which  stem  from  tax- 
exempt  leasing,   whatever  the  success  of  these  current  bills,  continued 
scrutiny  of  leasing  can  be  anticipated.   Municipalities  considering  the 
leasing  option  should  be  aware  of  developments  in  this  area,  and  are 
cautioned  against  long-range  financial  planning  which  keys  on  leasing  a=  a 
central  financial  technique. 

A  second  concern  relates  to  how  leasing  as  a  financing  technique  firs  int: 
the  municipality's  overall  capital  planning  process.   Driir.arily.  larze 
expenditures  for  equipment  as  well  as  for  building  construction  and  renova- 
tion are  made  within  the  context  of  a  capital  budget,  or  capital  improvement 
plan.   This  plan  gives  the  municipal  manager  a  comprehensive  look  at  the 
capital  needs  that  must  be  addressed  in  the  community  in  light  of  expected 
revenues  and  the  community's  capacity  to  generate  additional  resources  to 
meet  those  needs.   Although  the  cost  of  a  lease  appears  over  time  as  a  budget 
line  item  rather  than  as  a  substantial  expenditure  in  the  capital  improvement 
plan,  the  municipality  should  consider  equipment  leasing  as  a  compatible  ele- 
ment reflecting  the  goals  and  directions  of  its  overall  capital  planning  pro- 
cess. 

Another  major  policy  concern  revolves  around  the  question  of  taxpayer 
sovereignty.   Some  cities  and  towns  have  turned  to  leasing  to  avoid  restric- 
tive rules  limiting  borrowing.   Certain  leasing  companies  promote  leasing  as 
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a  strategy  for  circumventing  debt  ceilings  and  mandated  tax  levy  limits. 
However,  no  matter  how  essential  the  equipment  may  be  to  the  community's 
operations,  the  municipality  should  not  enter  into  a  leasing  agreement 
without  considering  whether  this  arrangement  is  consistent  with  the  intent  as 
well  as  the  technical  provisions  of  local  laws  limiting  expenditures. 

Finally,  changes  In  procurement  policy  and  practices  m^y  have  an  Impact  on 
public  employees  and  local  vendors.   The  municipal  official  should  anticipate 
reaction  to  any  proposed  leasing  plan  by  concerned  individuals  and  union 
groups,  and  take  steps  to  educate  and  involve  them  in  the  leasing  process. 
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Part  II 
How  to  Lease 


No  two  leasing  agreements  are  exactly  alike.   The  leasing  process,  the  pre- 
cise individuals  involved,  steps  in  the  process,  and  terras  of  the  agreement 
will  depend  in  large  measure  on  the  municipality's  financial  resources  and 
political  and  legal  constraints,  the  lessor  it  selects,  and  the  type  and  cost 
of  the  equipment  it  needs. 

While  we  cannot  provide  a  comprehensive  picture  of  every  leasing  arrangement, 
we  can  outline  some  of  the  features  of  a  typical  leasing  process. 

In  this  section,  we  first  describe  briefly  the  important  participants  in  the 
leasing  process.   Next,  we  look  at  important  steps  in  the  process,  from  the 
time  the  municipality  identifies  its  need  for  an  asset  until  the  contract  is 
executed.   Third,  we  list  and  briefly  explain  the  usual  provisions  of  a 
leasing  contract  and  important  documents  associated  with  the  contract. 
Finally,  we  present  a  checklist  for  you  to  use  in  evaluating  your 
municipality's  progress  in  considering  and  negotiating  a  leasing  agreement. 


Important  Participants 

The  municipality  considering  leasing  should  be  aware  of  both  the  different 
types  of  lessors  and  the  municipal  participants  who  should  participate  in  the 
leasing  process.   Here,  we  focus  on  the  principal  officials  in  tax-exempt 
leasing  negotiations. 

The  Lessors 

The  major  lessors  in  the  tax-exempt  market  are: 

Manufacturers  and  Vendors.   Some  large  corporations,  mainly  those  in 
high-tech  fields,  use  tax-exempt  leases  to  sell  their  products 
directly  to  state  and  local  governments.   An  advantage  to  the  muni- 
cipality of  leasing  directly  from  the  manufacturer/vendor  is  that 
these  lessors  typically  service  ther  own  equipment,  either  under 
warranty  or  for  a  negotiable  fee.   Disadvantages  are  that  the 
interest  rates  charged  under  such  leases  are  sometimes  higher  than 
in  arrangements  involving  third-party  Lessors,  and  that  limited 
brands,  makes,  and  models  are  available. 

Independent  Leasing  Companies.  An  independent  leasing  company  is  a 
third-party  lessor  in  the  tax-exempt  market;  the  first  party  is  the 
municipal  lessee  and  the  second  party  is  the  manufacturer  or  vendor 
of  the  leased  equipment.  The  municipality  chooses  the  equipment  it 
needs  as  if  it  were  ordering  the  asset  from  the  manufacturer,  then 
contacts  the  leasing  company  to  arrange  financing. 


An  obvious  advantage  of  this  arrangement  Is  that  the  lessee  may  choose  from  a 
much  wider  variety  of  equipment  than  it  can  when  leasing  directly  from  a 
manufacturer. 

Almost  all  independent  leasing  companies  assign  or  sell  their  rights  under 
leasing  agreements  to  other  investors  rather  than  commit  their  own  resources 
to  the  transaction.   Some,  mainly  the  smaller  ones,  simply  "broker"  Lease- 
purchase  agreements;  that  is,  they  do  not  guarantee  outside  funding  but 
simply  try  to  provide  it.   Others  underwrite,  or  guarantee,  that  financing 
will  be  available,  which  may  mean  using  their  own  capital  temporarily  until 
outside  investors  are  found.   In  return  for  this  guarantee,  they  often  charge 
higher  interest  rates  than  lessors  that  do  not  underwrite  their  financing. 
The  municipality  should  be  aware  whether  the  leasing  company  it  selects  is 
simply  a  broker  or  both  a  broker  and  underwriter. 

Independent  leasing  companies  primarily  lease  equipment  rather  than  buildings 
and  other  assets.   The  development  of  independent  leasing  companies  was  ori- 
ginally prompted  by  the  rising  demand  for  computer  systems.   However,  most 
leasing  companies  have  branched  out  to  provide  financing  for  the  full  range 
of  capital  equipment  needed  by  municipalities. 
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Banks  and  bank-affiliated  leasing  companies.   In  addition  to 
investing  in  leases  originated  by  manufacturers  and  independent 
leasing  companies,  more  banks  are  themselves  participating  directly 
in  the  tax-exempt  leasing  market  than  ever  before.   Banks  generally 
provide  and  guarantee  financing  for  the  agreements  they  arrange. 

Most  banks  finance  only  small  to  moderate-sized  purchases  of  equipment,  and 
participate  in  leasng  only  in  their  own  locales  or  their  own  states.   There 
are,  however,  a  small  number  of  banks  that  operate  across  state  lines  through 
affiliated  leasing  companies. 

Choosing  a  Lessor 

Your  municipality  may  already  have  developed  a  good  working  relationship  with 
a  leasing  company  or  other  lessor.   If  not,  you  may  want  to  obtain  references 
from  other  municipalities  who  have  successfully  arranged  leases  for  the  type 
of  equipment  you  need.   In  addition  to  a  good  reputation,  the  lessor  chosen 
should  have  extensive  experience  in  the  tax-exempt,  municipal  leasing  market 
to  guarantee  the  maximum  possible  advantages  under  the  current  tax  laws. 

The  Municipal  Lessees 

The  actual  lessee  in  a  municipal  leasing  arrangement  is  the  town  or  city 
itself.   The  lease  is  considered  a  binding  obligation  of  the  governmental 
unit,  subject  to  the  approval  of  the  municipal  legislative  body. 

Depending  on  the  equipment  to  be  leased,  the  individual  or  individuals 
responsible  for  initiating  the  process  and  for  the  day-to-day  negotiations 
with  the  lessor  may  be  any  one  of  a  variety  of  city  or  town  officials.   No 
matter  who  handles  these  functions,  the  municipality  should  ensure  that  the 
following  officials  also  participate  in  the  process: 

Engineer  or  other  technical  adviser(s)  or  staff  to  help  develop 
detailed,  comprehensive  performance  specifications  for  the  equipment 
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to  be  leased; 

I  Municipality's  legal  counsel  to  make  sure  the  lease  is  valid,  meets 
IRS  criteria  for  tax-exempt  leases,  and  conforms  to  applicable  state 
and  federal  laws.   Also  to  interpret  provisions  of  the  lease 
included  by  the  lessor  and  to  certify  certain  legal  documents  asso- 
ciated with  the  leasing  contract; 

;  Purchasing  agent  to  negotiate  such  matters  as  rental  payments  and  to 
make  sure  the  leasing  process  conforms  to  local  bidding 
requirements; 

j  Department  head  for  the  department  which  will  use  the  equipment  and 
monitor  services  that  may  be  included. 

Selectmen,  mayor  or  administrator  who  should  be  able  to  evaluate  and 
explain  the  benefits  of  the  arrangements  to  the  local  legislative 
body  and  the  public; 

|    Representatives  of  the  legislative  body  (council/town  meeting)  to 

provide  political  interpretation  of  the  leasing  process  and  to  grant 
necessary  approvals;  and 

i  j  Finance  Committee  to  review  request  and  support  recommendation  for 
leasing  appropriation. 

The  Leasing  Process 

Leasing  agreements  can  be  reached  in  many  ways:   there  is  no  set  order  dic- 
tating the  leasing  process.   For  example,  many  municipalities  go  to  the 
legislative  body  before  soliciting  formal  bids.   The  prevailing  local  prece- 
dure  will  dictate  the  sequence  of  steps.   However,  most  leasing  processes 
have  steps  in  common,  and  reviewing  these  steps  may  be  helpful  for  the  muni- 
cipal official  considering  the  leasing  option.   The  following  description  and 
accompanying  diagram  outline  a  typical  leasing  process. 

The  process  begins  when  the  municipality  identifies  a  need  for  some  capital 
equipment:   new  police  cars,  public  works  equipment,  or  an  additional  hook 
and  ladder  truck,  for  example.   This  decision  should  be  made  within  the  con- 
text of  the  municipality's  overall  capital  improvement  plan.   The  official  in 
charge  of  the  project  considers  the  alternative  funding  methods  available  to 
the  municipality.   If  current  revenues  are  scarce  and  bonding  is  legally  or 
polically  infeasible  and  the  equipment  is  essential  to  operations,  the  muni- 
cipality may  decide  to  explore  leasing  as  an  alternative  to  traditional 
financing  methods.   It  may  or  may  not  have  a  spcecific  type  of  lease  in  mind 
at  this  point. 

With  the  help  of  engineers  or  other  technical  advisers,  the  municipal  offi- 
cial handling  the  project  develops  detailed  performance  specifications  for 
the  equipment,  often  specifying  a  particular  brand  name  just  as  if  con- 
sidering straight  purchase  of  the  asset.   At  this  point,  the  official  in 
charge  should  also  consider  drafting  an  essential  use  statement,  describing 
the  municipality's  need  for  the  equipment,  which  may  be  needed  to  justify 
exploration  of  the  leasing  option. 
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With  these  documents  in  hand,  the  official  contacts  potential  lessors  for 
information  about  what  leasing  arrangements  fill  the  municipality's  needs 
within  its  resources.   In  selecting  the  lessors  to  contact  for  this  initial 
information,  the  official  may  find  it  helpful  to  request  references  from 
municipalities  that  have  successfully  leased  similar  equipment. 

This  preliminary  research  may  reveal  leasing  to  be  impractical  or  undesirable 
in  the  municipality's  circumstances,  in  which  case  the  exploration  of  leasing 
will  be  abandoned  at  this  point.   On  the  other  hand,  initial  talks  with 
leasing  companies  may  be  promising,  and  indicate  a  closer  look,  at  the  leasing 
option.   In  this  case,  the  community  may  propare  a  solicitation  of  bids  from 
qualified  lessors.   In  accordance  with  proper  state  and  local  bidding 
requirements,  the  municipality  invites  proposals  by  advertisement  in  a  least 
one  local  newspaper,  and  opens  all  bids  received  in  public. 

The  municipal  official  in  charge  of  leasing  next  examines  all  proposals  sub- 
mitted, focusing  on  two  important  elements:   the  equipment  specifications  and 
the  financing  package  offered.   He/she  may  want  to  schedule  meetings  with  the 
bidders  to  review  specific  features  of  the  proposals.   On  the  basis  of  the 
proposals  received,  the  official  can  calculate  more  precisely  than  before  the 
cost  of  the  leasing  option;  the  interest  rates  and  other  provisions  specified 
will  be  based  on  the  leasing  companies'  assessments  of  the  municipality's 
financial  situation,  credit-worthiness,  etc.   However,  despite  the  signifi- 
cance of  cost  calculations,  the  municipality  is  not  required  to  award  the 
leasing  contract  to  the  lowest  bidder.   Instead,  it  may  determine  that 
another  lessor  is  more  qualified  to  provide  the  equipment  and  financing  in  a 
manner  suited  to  the  community's  needs  and  resources.   Adhering  to  the  public 
bidding  process  ensures  that  this  determination  is  made  in  an  open  forum  and 
for  valid  reasons. 

Alternatively,  the  municipality  may  reject  all  proposals  and  decide  not  to 
lease  at  all.   It  may  take  this  course  of  action  if,  for  instance,  it  becomes 
apparent  for  the  first  time  during  the  bidding  process  that  leasing  will  cost 
the  municipality  more  than  other  available  options. 

If  the  municipality  selects  one  of  the  bidders,  that  bidder's  proposal  forms 
the  basis  of  the  leasing  agreement;  a  standard  contract  prepared  by  the 
leasing  company  is  ordinarily  used.   However,  the  municipality  may  still  at 
this  stage  be  able  to  negotiate  some  of  the  contractual  provisions  with  the 
lessor.   Technical  assistance  from  the  municipality's  purchasing  agency  may 
be  helpful  in  these  negotiations  and  in  preparing  any  necessary  supporting 
documents.   The  city  or  town's  legal  counsel  should  carefully  review  all 
contractual  provisions. 

A  vote  from  the  appropriate  legislative  body  (council,  town  meeting)  approves 
the  leasing  option.   A  vote  of  2/3  is  required  to  approve  the  agreement  and 
commit  the  municipality  to  the  lease.   A  copy  of  the  legislative  body's 
action  —  for  example,  minutes  of  the  meeting  in  which  the  council  or  town 
meeting  approve  the  agreement  —  is  included  with  the  contract  as  a  sup- 
porting document.   This  may  be  the  only  point  at  which  the  legislative  body 
is  formally  required  to  participate  in  the  process.   However,  the  individuals 
or  committee  in  charge  of  exploring  the  leasing  option  should  take  steps  to 
advise  and  inform  the  legislators  of  the  municipality's  intention  to  lease 
and  to  seek  their  response  to  the  plan  early  in  the  process. 
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When  the  necessary  approvals  have  been  secured,  the  lessor  delivers  and 
installs  the  leased  equipment  according  to  the  provisions  of  the  contract. 
Typically,  the  municipality  then  signs  an  acceptance  certificate,  stating 
that  the  equipment  has  been  delivered  as  scheduled  and  meets  the  specifica- 
tions agreed  upon.   Receipt  of  this  certificate  by  the  lessor  signals  the 
beginning  of  the  lease's  term;  the  municipality  is  thereafter  obliged  to  make 
periodic  lease  payments  according  to  the  contract. 
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MUNICIPAL  LEASING  PROCESS 


TASKS 

Coordinated  by  the 
Municipal  Leasing  Officlal(s) 


IDENTIFIES  AND 
DOCUMENTS  NEED 
FOR  EQUIPMENT 


ESTIMATES  COSTS 
DESCRIBES,  COMPARES 
FINANCING  ALTERNATIVES 


KEY 

MUNICIPAL 

PARTICIPANTS 


ROLE  OF 
LESSOR 


CHIEF  EXECUTIVE 
ADMINISTRATOR 
OPERATING  DEPARTMENTS 
PURCHASING  AGENT 


ADMINISTRATOR 
FINANCE/BUDGET  OFFICER 
PURCHASING  AGENT 


PROVIDES  INFORMATION 
and/or  TECHNICAL  ASSISTANCE 


DECIDES  TO 
EXPLORE  LEASING 


CHIEF  EXECUTIVE 


DEVELOPS  DETAILED 

SPECIFICATIONS 

BID  DOCUMENTS  PREPARED, 

CIRCULATED 

finance  committee  and  legislative 
approval  can  be  sought 


ADMINISTRATOR 
FINANCE/BUDGET  OFFICER 
TECHNICAL  ADVISORS 
PURCHASING  AGENT 

LEGAL  COUNSEL 


PROVIDES  INFORMATION 
and/or  TECHNICAL 
ASSISTANCE 


REVIEWS  SPECIFICATIONS, 

MUNICIPALITY'S  CREDIT 

RATING, 

DRAFTS  PROPOSAL,  QUOTES 

PRICE 


RECEIVES,  EVALUATES 
VENDOR  PROPOSALS 
SELECTION  MADE 


CHIEF  EXECUTIVE 
ADMINISTRATOR 
OPERATING  DEPARTMENTS 
PURCHASING  AGENT 


SEEKS  LEGISLATIVE 
APPROVAL 


CHIEF  EXECUTIVE 
FINANCE  COMMITTEE 
CITY  COUNCIL 
TOWN  MEETING 


SELECTED  VENDOR  DELIVERS, 
INSTALLS  EQUIPMENT 


MONITORS.  EVALUATES 
ARRANGEMENT 
DOCUMENTS  FINDINGS 


CHIEF  EXECUTIVE 
ADMINISTRATOR 
OPERATING  DEPARTMENTS 
PURCHASING  AGENT 


REVIEWS  OPTIONS  AT 
TERMINATION  OF  LEASE 
e.g.,  acquire  equipment, 
return  to  lessor,  renew  lease 


CHIEF  EXECUTIVE 
ADMINISTRATOR 
PURCHASING  AGENT 


NOTE:  The  person(s)  who  coordinates  the  municipal  leasing  process  might  be  the  local  administrator,  department  head, 
purchasing  agent,  financial  officer  or  an  advisory  committee  comprised  of  several  local  officials  and  employees   It  is  important  to 
utilize  as  many  officials  and  technical  experts  as  are  required  to  ensure  that  appropriate  specifications  are  developed,  financing 
alternatives  are  analyzed,  and  vendor  proposals  effectively  compared 
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The  Contract 

The  leasing  contract  is  a  very  important  document:  it  is  the  only  record  of 
the  agreement  negotiated  between  lessor  and  municipal  lessee,  and  establishes 
the  obligations  of  both  parties  in  carrying  out  the  agreement. 

Most  contracts  are  drafted  by  the  lessor  or  the  lessor's  attorney,  using 
standard  contractual  provisions  and  including  standard  supporting  documents, 
Some  of  the  contract's  provisions  are  negotiable;  others  are  not.   The  muni- 
cipal lessee's  leverage  in  influencing  the  provisions  of  the  contract  will 
depend  on  the  municipality's  credit-worthiness,  the  type  and  useful  life  of 
the  equipment , the  cost  of  the  equipment,  federal  and  state  laws  governing 
leasing  agreements,  and  the  degree  of  competitiveness  within  the  municipal 
leasing  industry. 

Among  other  provisions,  the  contract  will  specify: 

The  amount  of  lease  payments  to  be  made  by  the  lessee,  with  the 
interest  portion  specifically  identified  in  a  conditional  sales 
lease. 

A  schedule  of  the  payments  to  be  made  by  the  lessee,  and  the  grace 
period  allowed,  if  any. 

The  term  of  the  lease,  not  to  exceed  the  limit  established  by 
Massachusetts  state  law  for  the  type  of  equipment  to  be  leased. 

Details  on  the  purchase  option. 

Lessee  responsibilities:  what  costs  and  risks  associated  with  owning 
and/or  operating  the  leased  equipment  the  lessee  is  required  to 
bear. 

Lessor  responsibilities  for  delivery,  servicing,  maintenance,  repla- 
cement of  leased  equipment,  etc. 

Warranties  on  the  equipment. 

What  is  considered  lessee  default  on  the  lease,  and  what  steps  the 
lessor  can  take  in  such  cases. 


A  tax-exempt  leasing  contract  normally  includes  the  following  three  clauses: 

Non-appropriation  (or  fiscal-funding)  clause,  which  permits  the 
lessee  to  terminate  a  conditional  sales  contract  at  the  end  of  any 
appropriation  period  if  funds  are  not  appropriated  for  the  following 
period. 

Non-substitution  clause,  which  prohibits  the  lessee  from  replacing 
the  leased  equipment  with  similar  equipment  for  a  specified  period 
of  time  following  termination  of  the  contract  due  to  non- 
appropriation. 
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Non-abatement  (hell-or-high-water)  clause,  which  makes  the  lessee's 
obligation  to  make  the  contracted  payments  unconditional  except  in 
cases  of  non-appropriation. 


Important  supporting  documents  associated  with  the  contract  include: 

An  equipment  schedule,  identifying  precisely  the  leased  property  and 
its  location. 

An  acceptance  certificate,  signed  by  the  lessee  to  acknowledge  deli- 
very and  installation  of  the  leased  equipment,  and  signifying  the 
beginning  of  the  lease's  term. 

An  essential  use  statement,  a  brief  document  explaining  why  the 
leased  equipment  is  necessary  to  the  municipality's  operations. 

Opinion  of  the  municipality's  legal  counsel,  establishing  that  the 
lease  is  a  legal  obligation  of  the  municipality  and  that  the  munici- 
pality has  the  authority  to  enter  into  the  agreement  under  the 
constitution  and  laws  of  the  state. 

Resolution  of  the  municipality's  legislative  body,  authorizing  exe- 
cution of  the  contract. 

A  certificate  of  appropriation,  confirming  that  the  municipality  has 
appropriated  funds  to  make  the  payments  due  in  the  first  year. 

An  incumbency  certificate,  confirming  that  the  municipal  officials 
signing  the  contract  are  authorized  to  do  so  under  law. 

A  certificate  of  insurance,  verifying  that  the  municipality  has 
acquired  any  insurance  on  the  leased  equipment  that  the  lessor 
requires. 


The  municipality  should  be  sure  to  have  its  legal  counsel  examine  the 
contract  and  all  supporting  documents  carefully  to  verify  that  the  agreement 
meets  the  requirements  of  state  law,  does  not  harm  the  municipality's 
interests,  and  —  in  the  case  of  conditional  sales  leases  —  meets  the  IRS 
criteria  for  tax-exempt  leases.   Some  specific  actions  the  lessee  can  take  to 
protect  its  interests  are: 

Make  sure  the  contract  contains  detailed  performance  specifications 
for  the  leased  equipment,  as  prepared  by  the  municipality:   these 
specifications  establish  what  the  lessee  expects  from  the  agreement. 

Make  sure  the  contract  includes  heavy  penalties  upon  the  lessor  for 
failure  to  fulfill  responsibilities  adequately  and  promptly. 

Compose  and  include  a  convincing  essential  use  statement.  This  docu- 
ment serves  two  purposes:  it  provides  some  assurance  to  the  lessor 
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that  the  municipality  will  continue  to  appropriate  funds  for  the 
lease,  and  also  helps  to  justify  the  expenditure  of  the  municipal 
legislative  body  and  to  the  public. 

Make  sure  the  state  laws  governing  the  lease  are  Massachusetts  state 
laws  rather  than  those  of  the  state  in  which  the  lessor  is  located, 
if  different. 


In  the  case  of  conditional  sales  leases,  verify  that  the  language  of 
the  contract  clearly  identifies  the  lease  as  a  conditional  sales 
rather  than  a  true  lease  to  classify  the  lease  as  tax-exempt. 
Specifically,  make  sure  the  word  "interest"  is  used  in  the 
discussion  of  lease  payments. 


□ 

□ 


□ 


Make  sure  the  lease  includes  a  non-appropriation  clause  to  prevent 
classification  of  the  lease  as  long-term  debt. 

Ask  questions  about  and  understand  thoroughly  what  responsibilities 
and  costs  fall  onto  the  lessee:  for  example,  installation,  testing, 
maintenance  and  repairs,  taxes,  and  insurance.  The  municipality 
should  not  promise  to  perform  any  duties  that  it  cannot  fulfill. 

Make  sure  all  information  provided  to  the  lessor  is  true.  Providing 
incorrect  information  may  be  classified  by  the  lessor  as  default  on 
the  lease  and  lead  to  repossession  of  the  equipment. 


The  contract  should  also  be  reviewed  by  the  municipality's  auditor  or  accoun- 
tant, purchasing  agent,  and  any  other  officers  who  will  later  have  to  certify 
that  the  equipment  has  been  delivered  in  accordance  with  the  agreement. 

Leasing  Questions  and  Answers 

The  following  questions  and  answers  highlight  some  of  the  major  issues 
related  to  municipal  equipment  leasing.   Each  of  these  issues  has  been  exa- 
mined in  greater  detail  elsewhere  in  this  publication. 

For  what  reasons  might  a  municipality  choose  to  explore  the  leasing  alterna- 
tive? 

Upon  identifying  a  need  for  capital  equipment,  a  municipality  might  decide  to 
explore  the  leasing  option  for  a  number  of  reasons.   Because  it  allows  the 
cost  of  capital  acquisition  to  be  spread  out  over  time,  leasing  may  be 
attractive  to  communities  when  current  resources  are  scarce,  a  backlog  of 
capital  replacement  needs  exists,  or  operating  resources  are  needed  for  other 
uses.   For  communities  which  are  unable  to  finance  capital  acquisition 
through  debt  or  obtain  intergovernmental  grants,  leasing  may  be  the  only 
feasible  way  to  acquire  needed  equipment.   Leasing  also  offers  certain,  ser- 
vice, maintenance,  and  management  advantages  which  are  attractive  to  munici- 
palities in  some  cases. 
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What  type  of  lease  is  preferable? 

The  most  popular  type  of  municipal  equipment  lease  today  is  the  conditional 
sales  lease,  or  lease-purchase  agreement.   This  type  of  lease  allows  the 
municipality  to  accumulate  equity  in  the  asset  while  spreading  out  its  cost 
over  a  period  of  time.   A  conditional  sales  lease  shifts  the  risks  of 
ownership  from  the  lessor  onto  the  municipal  lessee,  which  means  that  a 
greater  range  of  equipment  types  can  be  acquired  through  this  arrangement. 
Finally,  greater  tax  benefits  are  associated  with  conditional  sales  leases 
than  with  true  leases,  making  conditional  sales  the  less  expensive  option. 

While  once  the  only  leasing  option  available  to  municipalities,  true  leases 
are  now  only  infrequently  used  by  local  governments.   This  type  of  lease  is 
still  chosen  in  some  cases  where  the  equipment  need  is  for  a  short  time  only 
or  when  the  municipality  wants  to  maintain  flexibility  in  the  face  of  rapidly 
changing  technology,  and  when  cost  is  a  less  important  concern.   The  munici- 
pal official  should  be  aware,  however,  that  few  lessors  are  willing  to  enter 
true  leasing  agreements  with  municipalities  because  of  the  limited  tax  bene- 
fits associated  with  them. 

What  is  the  cost  of  leasing  relative  to  other  funding  options? 

The  economics  of  leasing  differs  widely  according  to  the  needs  and  resources 
of  the  individual  community.   The  interest  rate  on  a  lease  will  be  higher 
than  the  bond  rate  to  acquire  the  same  equipment.   However,  the  package  of 
service,  maintenance,  management,  and  other  benefits  associated  with  a  lease 
may  make  leasing  relatively  more  economical  for  certain  communities.   In 
addition  to  comparing  the  finance  charges  associated  with  leasing  and  other 
feasible  options,  each  city  or  town  must  assess  its  own  capacity  to  provide 
the  support  services  necessary  and  the  cost  of  providing  those  services  in- 
house  (including  training  costs,  fringe  benefits,  etc.)  relative  to  the  cost 
of  contracting  for  them  within  the  lease.   In  this  context,  the  municipality 
can  use  the  discounting  method  to  determine  the  economics  of  leasing  in  its 
particular  circumstances. 

Aside  from  cost,  what  are  some  of  the  most  significant  issues  related  to 
leasing  with  which  the  municipal  official  should  be  concerned? 

There  are  important  legal  and  policy  considerations  related  to  leasing  which 
should  figure  heavily  in  the  municipality's  decision  as  to  how  to  acquire 
needed  capital  equipment: 

The  lease  must  comply  with  federal  and  state  legal  requirements,  the 
most  important  of  which  allow  the  municipality  to  obtain  tax  bene- 
fits reducing  the  cost  of  the  lease  and  to  avoid  the  lease's  classi- 
fication as  debt. 

The  decision  to  lease  should  be  made  within  the  context  of  the 
municipality's  capital  improvement  plan. 

Because  of  current  Congressional  challenges  to  leasing  in  the  public 
sector,  local  governments  should  not  rely  upon  leasing  as  a  central 
feature  of  their  long-range  financial  planning. 

The  fact  that  leasing  does  not  require  direct  voter  approval  through 
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special  referendum  does  not  mean  that  the  municipality  should  regard 
leasing  as  a  way  to  circumvent  state  or  local  laws  limiting  public 
expenditures,  or  to  evade  the  issue  of  taxpayer  sovereignty.   Both 
the  local  legislative  body  and  the  public  should  be  educated  as  to 
the  need  for  the  equipment  in  question  and  the  potential  advantages 
of  leasing  as  a  means  to  acquire  that  equipment. 

Who  should  participate  in  the  leasing  process? 

The  municipal  official  should  seek  input  from  a  number  of  individuals  and 
groups  when  exploring  the  leasing  option  and  developing  specifications  for 
the  equipment  to  be  leased.   The  local  legislative  body  and  chief  administra- 
tive officers  should  be  informed  early  in  the  process  of  the  decision  to 
explore  leasing;  their  approval  and  support  will  be  necessary  to  commit  the 
municipality  to  the  leasing  contract  and  to  ensure  successful  implementation 
of  the  project.   Engineers  or  other  technical  advisers  should  help  to  develop 
detailed  performance  specifications  for  the  equipment.   In  addition,  the 
leasing  official  should  seek  involvement  by  concerned  employees,  union 
groups,  department  heads,  and  possibly  local  vendors  who  may  be  affected  by  a 
change  in  procurement  policy.   Informing  these  individuals  and  groups  about 
what  leasing  will  mean  for  their  jobs  and  eliciting  their  suggestions  about 
equipment  and  work  changes  to  make  them  more  effective  on  the  job  may  help  to 
minimize  their  resistance  to  the  plan. 

Finally,  the  municipality's  legal  counsel  and  purchasing  agent  should  review 
the  lease  to  ensure  that  it  conforms  to  pertinent  legal  requirements. 

How  does  the  municipality  choose  a  lessor? 

Although  the  municipal  leasing  process  must  conform  to  Massachusetts  public 
bidding  requirements,  the  municipality  is  not  required  to  award  the  contract 
to  the  lowest  bidder.   The  municipal  official  should  assess  each  leasing 
company's  track  record  to  determine  which  lessor  is  most  qualified  to  provide 
the  equipment  and  financing  desired. 

He  or  she  should  investigate  the  background  of  the  company  to  determine  its 
financial  stability  and  its  capacity  to  deliver  the  services  it  promises. 
The  lessor  should  have  experience  in  the  tax-exempt  leasing  market  to  obtain 
maximum  tax  advantages  from  the  lease. 

Consulting  with  other  municipalities  which  have  leased  similar  equipment  may 
be  helpful  in  collecting  important  background  information  on  leasing  com- 
panies.  A  list  of  Massachusetts  communities  currently  leasing  equipment  is 
provided  in  Appendix  One. 
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Part  III 
Appendices 


Appendix  One: 

Examples  of  Massachusetts  Municipalities  Which  Lease  Equipment 


The  following  Massachusetts  cities  and  towns  are  among  those  which  currently 
lease  equipment.   The  contact  persons  listed  have  agreed  to  share  their 
experience  and  expertise  with  other  muni,cipal  officials  considering  the 
leasing  option  in  their  own  communities. 


Municipality   Population 


Braintree 


Cambridge 


Easton 


Everett 


Gloucester 


Lynnf ield 


Medf ord 


36,337 


95,332 


16,623 


32,195 


27,768 


11,267 


58,076 


Equipment 
Telephone  system 


Hospital  equipment 


Liquid  natural  gas 
(LNG)  storage  tank 


Data-processing 
system 


DPW  vehicles  and 
equipment 

DPW  vehicles  and 
equipment 

DPW  vehicles  and 
equipment 


Contact 

Robert  P.  Sherman, 
Executive  Secretary 
(617)848-1870 

Barbara  Duffy, 
Purchasing  Agent 
(617)498-9027 

Marie  White,  Assistant 
to  Town  Manager 
(617)238-7951 

Sam  Ratta,  Purchasing 

Agent 

(617)389-2100 

William  Duke,  Admin. 
Assistant  to  the  Mayor 
(617)283-0043 

David  Rodman,  Superin- 
tendent of  Public  Works 
(617)334-3128 

Robert  O'Brien,  Super- 
intendent of  Public 
Works 
(617) $96-5500 


Needham 


27  ,901 


Watertown 


34,384 


DPW  vehicles  and 
equipment 


DPW  vehicles  and 
equipment 
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Robert  MacEwen,  Super- 
intendent of  Public 
Works 
(617)444-5100 

Peter  Boyer,  Town 
Manage  r 
(617)924-6890 


Appendix  Two: 
Discounting 


The  costs  and  benefits  of  public  programs  can  occur  in  complex  patterns  over 
time.   To  compare  and  evaluate  programs,  each  program's  stream  of  future 
costs  and  benefits  —  in  constant  dollars  —  must  be  converted  to  a  single 
value  by  discounting.   This  appendix  introduces  the  discounting  concept.   It 
discusses  what  the  discount  rate  means,  the  mechanics  of  discounting,  and  the 
ways  discounting  can  aid  individuals  making  public  spending  decisions. 
Finally,  we  provide  an  example  of  how  discounting  is  used  to  calculate  the 
cost  of  a  lease  over  time. 

Defining  Discounting 

A  familiar  notion  is  that  a  dollar  tomorrow  is  worth  less  than  a  dollar 
today.   This  notion  is  partly  based  on  inflation,  but  it  is  also  true  with 
the  constant  dollar  concept  used  for  evaluating  a  program's  costs  and  bene- 
fits.  One  way  to  look  at  the  impact  of  time  on  the  value  of  money  is  to  con- 
sider that,  through  investments,  money  can  "grow."   For  example,  suppose 
someone  asks  to  borrow  $100  from  you  today  and  gives  you  a  guaranteed  promise 
to  repay  $100  (in  constant  dollars)  in  one  year.   You  probably  would  not 
accept  the  offer  because  having  $100  now  is  more  valuable  to  you  than  having 
$100  next  year.   One  reason  for  this  is  that  if  you  keep  the  money  you  can 
invest  it  and  by  next  year  have  more  than  $100.   If  your  best  investment 
opportunity  pays  10  percent  annual  interest  you  would  have: 

($100)  x  (1  +  interest  rate)  =  ($100)  x  (1.1)  =  $110.00 
This  year  Next  Year 

As  a  result,  you  would  consider  $100  today  to  be  equal  in  value  to  $110  next 
year.   Unless  the  person  promised  to  repay  this  amount,  you  would  not  make 
the  loan. 

What  if  the  person  wanted  to  borrow  the  money  for  two  years?   In  this  case, 
if  you  make  the  loan  you  will  forego  a  second  year  of  interest.   You  would 
consider  $100  to  be  equal  in  value  to: 

($100)  x  (1.1)  x  (1.1)  =  $121.00 
This  Year  In  Two  Years 

When  evaluating  public  programs,  the  role  of  time  is  the  same  but  the 
perspective  is  reversed.   One  knows  the  program's  stream  of  estimated  future 
costs  and  benefits  for  which  monetary  values  can  be  determined.   The  objec- 
tive is  to  find  out  how  much  a  specific  dollar  amount  that  will  be  realized 
in  a  future  year  is  worth  today.   For  example,  how  much  money  today  would  be 
equivalent  to  having  $100  a  year  from  now?   To  find  the  present  value  of  $100 
a  year  from  now,  you  discount  using  a  discount  rate,  which  is  another  term 
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for  the  interest  rate.   With  a  10  percent  discount  rate,  the  present  value 
is: 

($100)  x  (■■■  .  ,. — — )  =  ($100)  x  (-— -)  =  $90.91 

„   fc  _    1  +  discount  rate  1 . 1    „,  .      „ 

Next  Year  This  Year 

This  reasoning  also  applies  to  longer  periods.   A  $100  payment  two  years  from 
now  has  a  present  value  of: 

($100)  x  (-J7J-)  x  C-jTj-)  =  $82.60 
In  Two      '         *      This  Year 
Years 

In  practice,  a  table  of  discount  factors_,is  used  rather  than  the  preceding 
calculations.   Discount  factors  show  how  much  $1  in  a  future  year  is  worth 
today.   A  table  of  discount  factors  is  included  in  this  Appendix.   The 
following  equation  uses  the  discount  factor  from  the  table  to  recalculate  the 
present  value  of  a  $100  payment  two  years  from  now: 

/,s,~~x    ,  Discount  factor:      .    ,*„^,,    ,.  ^„.x    A^„  rr^ 

($100)  x  (._„  .  )  =  ($100)  x  (0.826)  =  $82.60 

10%  per  year  for  two  years 

How  Discounting  Can  Aid  In  Local  Spending  Decisions 

Discounting  is  useful  whenever  dollar  flows  are  compared  over  time.   If 
dollar  values  can  be  estimated  both  for  a  program's  costs  and  its  benefits, 
discounting  can  be  used  to  calculate  the  program's  net  present  value.   For 
each  year  of  the  program,  costs  and  benefits  are  added  together  to  give  a  net 
cost  or  benefit.   Then  the  net  cost  or  benefit  for  each  year  is  multiplied  by 
the  appropriate  discount  factor.   These  yearly  values  are  summed  to  give  a 
net  present  value.   If  the  net  present  value  is  positive,  the  program's  bene- 
fits exceed  its  costs;  if  the  net  present  value  is  negative,  the  costs  are 
greater  than  the  benefits. 

Discounting  can  also  be  used  to  compare  alternative  programs  that  differ  in 
the  timing  of  their  costs  and/or  benefits.   If  a  net  present  value  can  be 
determined  for  each  alternative,  the  program  with  the  greatest  net  present 
value  has  the  greatest  surplus  of  benefits  over  costs.   If  it  is  necessary  to 
compare  just  the  costs  or  just  the  benefits  of  the  alternatives,  discounting 
can  indicate  which  alternative  is  least  costly  or  most  beneficial. 

Choosing  a  Discount  Rate 

The  example  at  the  beginning  of  this  appendix  explained  that  a  person 
generally  does  not  lend  money  to  someone  else  unless  the  borrower  agrees  to 
repay  at  least  as  much  as  the  lender  would  have  by  investing  the  money  and 
earning  interest.   The  same  principle  applies  for  the  resources  used  in 
public  programs.   A  public  program  should  not  be  undertaken  unless  its  bene- 
fits are  worth  at  least  as  much  as  the  resources  the  community  would  have 
without  it  (except  in  cases  where  equity  impacts  override  this  conclusion). 
The  discount  rate  represents  the  average  rate  of  interest  that  public  funds 
would  earn  if,  instead  of  being  used  on  a  public  program,  they  were  returned 
to  private  households  and  firms.   Thus,  the  discount  rate  is  the  cost  of 
drawing  resources  from  the  private  sector  for  use  in  the  public  sector. 
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Local  governments  using  discounting  need  to  choose  a  single  discount  rate  and 
apply  it  to  each  program  that  is  evaluated.   Discount  rates  of  between  5  and 
15  percent  are  commonly  used.   The  local  government's  bond  rate  is  sometimes 
used  as  the  discount  rate  on  the  principle  that  it  measures  the  cost  of 
public  funds.   This  is  incorrect,  since  the  bond  rate  represents  only  one 
source  of  public  funds.   The  discount  rate  should  reflect  the  average  cost  of 
all  public  funds,  whether  acquired  through  borrowing  or  through  taxes. 

The  Federal  Office  of  Management  and  Budget  (OMB)  has  estimated  the  cost  of 
public  funds  to  be  10  percent.   This  rate  is  widely  used  by  federal  agencies 
for  program  evaluation.   Because  it  is  quite  difficult  to  determine  an  indi- 
vidual community's  precise  discount  rate,  it  is  recommended  that  local 
governments  also  use  the  10  percent  rate. 

The  choice  of  a  discount  rate  can  sometimes  affect  the  ranking  of  alternative 
programs.   High  discount  rates  give  a  relatively  heavy  weight  to  dollar  flows 
in  the  first  years  of  a  program,  while  low  discount  rates  give  relatively 
more  weight  to  dollar  flows  further  in  the  future.   For  some  programs  it  is 
useful  to  see  if  the  present  value  changes  considerably  when  different 
discount  rates  are  used.  A  reasonable  range  of  alternative  rates  is  8  to  12 
percent.   However,  for  most  cases,  the  10  percent  rate  will  be  appropriate. 

Lease  Discounting  Example 

The  Town  of  Renfield  needs  a  utility  truck  for  its  Parks  and  Recreation 
Department,  and  has  selected  a  particular  make  and  model  which  converts 
easily  into  a  plow  for  use  during  snowstorms.   The  cost  of  the  truck,  which 
is  projected  to  last  for  five  years,  is  $50,000.   Straight  cash  purchase 
would  be  the  least  expensive  way  to  acquire  the  truck.   However,  the  town's 
finance  director,  Joan  Cooper,  has  ruled  out  cash  purchase  because  Renfield 
has  insufficient  revenues  to  absorb  the  entire  purchase  price  in  the  current 
fiscal  year.   Instead,  she  has  identified  two  alternative  options  for 
financing  the  truck:   bond  issue  and  leasing.  (Note:   the  numbers  used  in 
this  example  are  chosen  for  simple  illustrative  purposes  only.   We  recognize 
that  municipalities  would  not  ordinarily  bond  for  purchases  this  small.) 

On  the  advice  of  a  neighboring  community  with  extensive  experience  in 
leasing,  Renfield  solicits  bids  for  conditional  sales,  or  lease-purchase 
financing.   This  type  of  lease  allows  the  town  to  accumulate  equity  in  the 
truck  and  to  benefit  from  the  larger  tax  breaks  for  investors  associated  with 
tax-exempt  municipal  leases. 

Upon  reviewing  the  bids  and  finding  the  lowest  bidder,  Cooper  has  enough 
information  to  compare  the  costs  associated  with  the  bond  and  the  costs  asso- 
ciated with  the  lease.   Although  cost  is  only  one  of  several  factors  in  the 
town's  decision,  Cooper  is  particularly  anxious  to  understand  the  economics 
of  leasing  in  order  to  justify  her  recommendations  to  Renfield 's  cost- 
conscious  Board  of  Selectmen. 

Cooper's  first  task  in  comparing  the  costs  of  the  two  options  is  to  trace  out 
the  relevant  cash  flow  associated  with  each.   In  Renfield 's  case,  the  bond 
and  leasing  options  available  have  several  features  in  common;  these  simi- 
larities simplify  comparison  of  Che  options.   Both  bond  and  lease  are  written 
for  terms  equalling  the  estimated  useful  life  of  the  truck:   five  years. 
Both  allow  Renfield  to  benefit  from  any  salvage  value  remaining  at  the  end  of 
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the  terra.  In  both  cases,  maintenance  is  available  through  separate  contracts 
at  approximately  identical  cost.  Since  these  factors  will  contribute  equally 
to  the  cost  of  each  option,  Cooper  can  exclude  them  from  her  cost  comparison. 

There  are  three  basic  differences  between  the  bond  and  the  lease  which  Cooper 
knows  will  contribute  to  a  cost  differential  between  the  two  options: 

Documentation  costs.   These  are  the  fiscal  advisory  fees,  legal 
fees,  and  any  other  costs  associated  with  finalizing  the  bond  or 
lease.   The  cost  is  typically  higher  for  a  bond  than  for  a  lease. 

Interest  rate.   Renfield's  bond  rate  is  10%.   The  lowest  lease  bid 
the  town  receives  is  at  an  interest  rate  of  11%.   A  difference  of 
several  percentage  points  between  bond  rate  and  lease  interest  rate 
is  common. 


□ 


Payment  structure.   The  bond  in  this  case  is  a  serial  bond,  which 
Renfield  would  repay  in  five  equal  yearly  principal  payments  plus 
decreasing  yearly  interest  payments.   In  contrast,  the  lease 
payments  are  structured  like  mortgage  payments;  Renfield  would  pay 
off  the  lease  in  five  equal  yearly  payments  (each  of  which  includes 
portions  specifically  designated  as  principal  and  interest).   In 
other  words,  the  bond  requires  large  payments  early  in  the  terra  and 
smaller  ones  later,  while  the  lease  payments  remain  constant  over 
the  term,  as  shown  below: 

CASH  OUTFLOWS 

Year  Bond  10%  Lease  11% 

0  documentation  costs  $  500  $  250 

1  1st  periodic  payment  $  15,000  (10,000  +  5000)  $  13,528 

2  2nd  periodic  payment  $  14,000  (10,000  +  4000)  $  13,528 

3  3rd  periodic  payment  $  13,000  (10,000  +  3000)  $  13,528 

4  4th  periodic  payment  $  12,000  (10,000  +  2000)  $  13,528 

5  5th  periodic  payment  $  11,000  (10,000  +  1000)  $  13,528 

$  65,500  $  67,890 

The  totals  show  that  more  constant  dollars  are  expended  on  the  leasing 
option.   However,  the  fact  that  the  timing  of  payment  is  different  for  each 
option  is  important  when  Cooper  performs  the  next  step  in  her  cost 
calculations:   discounting,  or  adjusting  for  the  time  value  of  money. 
Depending  on  Renfield's  discount  rate  (see  discussion  on  choosing  a  discount 
rate  above),  the  costs  of  the  two  funding  options  may  change  slightly  or  even 
significantly  relative  to  one  another. 

Cooper  uses  a  discount  rate  of  10%,  the  rate  which  Renfield  normally  uses  in 
evaluating  its  public  programs.   A  municipality's  discount  rate,  as  a  rule, 
should  reflect  the  average  cost  of  its  public  funds. 
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Discounting  the  Bond 

Since  the  bond  payments  are  unequal,  discounting  the  bond  involves  several 
steps.   Each  year's  payment  must  be  multiplied  by: 

1    n 

(rrr> 


where  r  =  the  discount  rate  and  n  =  the  number  of  years  between  now  and  the 
time  that  payment  is  scheduled  to  be  made.   All  discounted  payments  are  then 
added  together,  along  with  the  documentation  costs  which  are  paid  at  the  out- 
set and  therefore  are  not  discounted.   The  resulting  total  is  the  present 
value  of  the  bond  payments. 

1  i   2  i   3  ,4 
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=  $500  +  13,636.36  +  11,570.25  +  9767.09  +  8196.16  +  6830.13 

=  $50,499.99 

The  discounted  cost  of  financing  the  truck  with  a  bond  is  therefore 
$50,499.99. 

Discounting  the  Lease 

Finding  the  present  value  of  the  lease  payments  is  simpler.   Since  the  yearly 
payments  are  equal,  or  uniform,  the  following  formula  can  be  used  to  calcu- 
late the  total  of  the  discounted  payments  over  the  five  years  of  the  lease's 
term: 


(amount  of  uniform  payment)  x 


(- 


1 


n+1 


1 


1+r 


1+r 


1+r 


where  r  =  the  discount  rate  and  n  =  the  number  of  years  in  the  lease's  term. 
The  documentation  costs,  which  are  not  discounted,  are  added  separately.  In 
this  example,  the  calculation  looks  like  this: 
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PV   =  $250  +  13,528  x 
Lease 


1.1 


1.1 


I  1.1 

=  $250  +  13,528  (3.7908) 

=  $250  +  51,281.94 

=  $51,531.94 

The  cost  of  financing  the  truck,  with  a  lease  is  therefore  $51,531.94. 

Note  that  the  choice  of  discount  rate  is  an  important  determinant  of  the  pre- 
sent value  of  each  option.   Had  Cooper  chosen  a  lower  discount  rate,  the  cost 
of  the  bond  would  have  been  lower  relative  to  the  cost  of  the  lease.   On  the 
other  hand,  had  she  selected  a  higher  discount  rate,  the  cost  of  the  bond 
would  have  been  higher  relative  to  the  cost  of  the  lease.   The  discount  rate 
is,  in  effect,  a  numerical  statement  about  whether  the  town  would  rather  pay 
more  up  front,  as  in  the  bond,  or  postpone  the  bulk  of  its  payments  on  the 
truck,  as  in  the  lease. 
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Appendix  Three: 

Excerpts  from  the  Massachusetts  General  Laws 


The  following  excerpts  from  the  Massachusetts  General  Laws,  Chapter  40, 
Sections  4,  4B  define  the  powers  of  and  restrictions  upon  the  leasing  of 
equipment  hy  municipalities.   Only  pertinent  passages  are  included. 

In  the  sections  reprinted  here,  the  term  "town"  refers  to  both  cities  and 
towns. 

G.  L.  C.  40,  s.  4 

A  town  may  make  contracts  for  the  exercise  of  its  corporate  powers  including 
the  following  purposes: 


...  For  leasing  complex  hospital  and  laboratory  equipment  having  a  value  in 
excess  of  ten  thousand  dollars  for  periods  not  exceeding  five  years. 

For  the  lease,  or  lease  with  an  option  to  purchase,  of  data  processing 
equipment.   Contracts  for  such  leases  may  be  made  for  periods  not  exceeding 
five  years. 

...  For  the  lease,  purchase,  or  lease  with  an  option  to  purchase  of  educa- 
tional materials,  educational  equipment,  and  educational  testing  equipment 
and  materials.   Contracts  for  such  leases  may  be  made  for  periods  not 
exceeding  three  years. 

...  For  the  leasing,  leasing  with  the  option  to  purchase,  or  installment 
purchase  of  energy  conservation  equipment,  including  but  not  limited  to 
boilers,  furnaces,  hot  water  and  space  heating  equipment,  for  a  period  up  to 
ten  years,  by  a  majority  vote  as  defined  in  section  1  of  chapter  44,  and  such 
leasing,  leasing  with  the  option  to  purchase  or  installment  purchase,  shall 
not  be  subject  to  debt  limits. 

For  the  leasing  with  an  option  to  purchase  any  municipal  equipment  or  the 
extension  of  such  lease  with  an  option  to  purchase  beyond  the  time  period  as 
herein  provided,  provided  such  period  does  not  exceed  ten  years;  and  provided 
further,  that  such  lease  with  an  option  to  purchase  is  approved  by  a  two- 
thirds  vote  of  a  town  meeting,  a  city  council  with  the  approval  of  the  mayor 
or  a  two-thirds  vote  of  any  other  legislative  body  of  a  city  or  town.   Such 
contract  shall  be  subject  to  annual  appropriation.   (Emphasis  added.) 
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G.  L.  C.  40,  s.  4B 

Unless  otherwise  provided  by  by-law  or  special  law  in  towns  and  districts,  no 
contract  for  the  purchase  of  equipment  supplies  or  materials ,  the  actual  or 
estimated  cost  of  which  amounts  to  two  thousand  dollars  or  more,  except  in 
cases  of  special  emergency  involving  the  health  or  safety  of  the  people  or 
their  property,  shall  be  awarded  unless  proposals  for  the  same  have  been 
invited  by  advertisement  in  at  least  one  newspaper,  if  any,  published  in  the 
town  or  district,  otherwise  in  at  least  one  newspaper  of  general  circulation 
in  the  town  or  district,  such  publication  to  be  at  least  one  week  before  the 
time  specified  for  the  opening  of  said  proposals.   Such  advertisement  shall 
state  the  time  and  place  for  opening  the  proposals  in  answer  to  said  adver- 
tisement, and  shall  reserve  to  the  town  or  district  the  right  to  reject  any 
or  all  such  proposals.   All  such  proposals  shall  be  opened  in  public.   No 
bill  or  contract  shall  be  split  or  divided  for  the  purpose  of  evading  any 
provisions  of  this  section.   Materials  purchased  by  any  town,  under  specifi- 
cations of  the  state  department  of  public  works,  and  at  prices  established  by 
said  department  of  public  works,  pursuant  to  the  provisions  of  chapter 
eighty-one  or  chapter  ninety,  shall  not  be  subject  to  the  requirements  of 
this  section.   The  provisions  of  this  section  shall  apply  to  regional  school 
districts.   The  provisions  of  this  section  shall  not  be  construed  to  prevent 
the  purchase  of  supplies  for  municipally  operated  hospitals  without  adver- 
tised public  bids  under  group  purchasing  contracts  with  any  agency  which  has 
been  certified  for  this  purpose  under  by  the  director  of  the  bureau  of 
accounts,  provided  that  such  contracts  are  filed  with  the  town  accountant  or 
city  auditor. 

The  name  and  address  of  every  person  whose  contract  or  contracts  with  the 
town  involve  a  cumulative  cost  in  excess  of  two  thousand  dollars  during  the 
fiscal  year  of  said  town  shall  be  posted  in  the  office  of  the  town  clerk  by 
the  town  accountant  of  said  town. 

The  provisions  of  this  section  shall  be  deemed  to  have  been  complied  with  on 
all  purchases  made  under  the  provisions  of  sections  twenty-two  A  and  twenty- 
two  B  of  chapter  seven  when  one  municipality  acting  on  behalf  of  other  muni- 
cipalities complies  with  the  provisions  of  this  section,  or  when  purchases 
are  made  from  a  vendor  holding  a  contract  with  the  commonwealth  for  the  item 
or  items  being  purchased. 

Whoever  violates  any  provision  of  this  section  shall  be  punished  by  a  fine  of 
not  more  than  ten  thousand  dollars  or  by  imprisonment  in  the  state  prison  for 
not  more  than  three  years  or  in  a  jail  or  house  of  correction  for  not  more 
than  two  and  one-half  years,  or  by  both  said  fine  and  imprisonment;  and  in 
the  event  of  final  conviction,  said  person  shall  be  incapable  of  holding  any 
office  of  honor,  trust  profit  under  the  commonwealth  or  under  any  county, 
district  or  municipal  agency. 

G.  L.  C.  40,  s.  4G 

Notwithstanding  the  provisions  of  section  four  B,  in  any  city  or  town  which 
accepts  the  provisions  of  this  section,  unless  otherwise  provided  by  by-law 
or  special  law  in  towns  and  districts,  no  contract  for  the  purchase  of  equip- 
ment, supplies  or  materials,  the  actual  or  estimated  cost  of  which  amounts  to 
four  thousand  dollars  or  more,  except  in  cases  of  special  emergency  involving 
the  health  or  safety  of  the  people  or  their  property,  shall  be  awarded  unless 
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proposals  for  the  same  have  been  invited  by  advertisement  in  at  least  one 
newspaper,  if  any,  published  in  the  town  or  district,  otherwise  in  at  least 
one  newspaper  of  general  circulation  in  the  town  or  district,  such  publica- 
tion to  be  at  least  one  seek  before  the  time  specified  for  the  opening  of 
said  proposals.   Such  advertisement  shall  state  the  time  and  place  for 
opening  the  proposals  in  answer  to  said  advertisement,  and  shall  reserve  to 
the  town  or  district  the  right  to  reject  any  or  all  such  proposals.   All  such 
proposals  shall  be  opened  in  public.   No  bill  or  contract  shall  be  split  or 
divided  for  the  purpose  of  evading  any  provisions  of  this  section.   Materials 
purchased  by  any  town,  under  specifications  of  the  department  of  public 
works,  and  at  prices  established  by  said  department  of  public  works,  pursuant 
to  advertising  and  bidding  for  such  purpose,  in  connection  with  work  to  be 
performed  under  the  provisions  of  chapter  eighty-one  or  chapter  ninety,  shall 
not  be  subject  to  the  requirements  of  this  section.   The  provisions  of  this 
section  shall  apply  to  regional  school  districts.   The  provisions  of  this 
section  shall  not  be  construed  to  prevent  the  purchase  of  supplies  for  muni- 
cipally operated  hospitals  without  advertised  public  bids  under  group 
purchasing  contracts  with  any  agency  which  has  been  certified  for  this  pur- 
pose by  the  director  of  accounts  in  the  bureau  of  accounts ,  provided  that 
such  contracts  are  filed  with  the  town  accountant  or  city  auditor. 

The  name  and  address  of  every  person  whose  contract  or  contracts  with  the 
town  involve  a  cumulative  cost  in  excess  of  four  thousand  dollars  during  the 
fiscal  year  of  said  town  shall  be  posted  in  the  office  of  the  town  clerk  by 
the  town  accountant  of  said  town. 

The  provisions  of  the  section  shall  be  deemed  to  have  been  complied  with  on 
all  purchases  made  under  the  provisions  of  sections  twenty-two  A  and  twenty- 
two  B  of  chapter  seven  when  one  municipality  acting  on  behalf  of  other  muni- 
cipalities complies  with  the  provisions  of  this  section,  or  when  purchases 
are  made  from  a  vendor  holding  a  contract  with  the  commonwealth  for  the  item 
or  items  being  purchased. 

Whoever  violates  any  provision  of  this  section  shall  be  punished  by  a  fine  of 
not  more  than  ten  thousand  dollars  or  by  imprisonment  in  the  state  prison  for 
not  more  than  three  years  or  in  a  jail  or  house  of  correction  for  not  more 
than  two  and  one-half  years,  or  by  both  such  fine  and  imprisonment;  and  in 
the  event  of  final  conviction,  said  person  shall  be  incapable  of  holding  any 
office  of  honor,  trust  or  profit  under  the  commonwealth  or  under  any  county, 
district  or  municipal  agency. 
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Selected  Readings 


Leasing  in  General 

Baker,  C.  Ri chard,  and  Rich  Steven  Hays.   Lease  Financing.   New  York:  John 
Wiley,  1981.   205  pp. 

Overview  of  economic,  tax,  and  accounting  considerations  in  leasing.   The 
introductory  chapter  defines  different  types  of  leases  and  presents  a  model 
for  comparing  the  costs  of  leasing  versus  buying.   Subsequent  chapters  deal 
with  accounting  for  leasing,  tax  laws  and  other  legal  considerations  related 
to  leases,  equipment  leasing,  and  sale-leasebacks. 


Pritchard,  Robert  E. ,  and  Thomas  Hindeland.   The  Lease/Buy  Decision.   New 
York:   Amacon,  A  Division  of  the  American  Management  Association,  1980.   276 
pp. 

A  text  concentrating  on  leasing  in  the  private  sector  but  containing  useful 
information  for  government  officials  considering  leasing.   Contains  clear 
explanations  and  practical  illustrations  of  quantitative  methods  for  com- 
paring the  costs  of  leasing  versus  buying,  written  for  the  administrator  with 
limited  mathematics  background. 


Government  Leasing 

Dyl,  Edward  A. ,  and  Michael  D.  Joehnk.  "Leasing  as  a  Municipal  Finance 
Alternative."  Public  Administration  Review,  November-December  1978,  pp. 
557-562. 

Examines  the  economics  of  leasing  by  state  and  local  governments  and  presents 
financial  models  that  governments  can  use  to  compare  the  costs  of  leasing 
with  the  costs  of  other  methods  of  capital  financing. 


Government  Finance  Research  Center.   "Governmental  Leasing  Techniques," 
Elements  of  Financial  Management  Series.   Washington,  D.C.:  Government 
Finance  Research  Center,  1979.  5  pp. 

Overview  of  public  sector  leasing.  The  topics  covered  are:   types  of  leases, 
government  as  lessor,  government  as  lessee,  legal  considerations,  financial 
aspects,  and  accounting  treatment  of  leases. 


Grover,  Kathryn.   "Equipment  Leasing:  The  Newest  Boom  in  Government 
Purchasing."  American  City  and  County,  May  1979. 

Discusses  the  growing  leasing  industry  and  the  advantages  it  offers  to  state 
and  local  governments.  Available  from:  Morgan  Grampion  Publishing  Company, 
Berkshire  Common,  Pittsfield,  MA  01201. 


Meyers,  Philip  G.  "A  Worksheet  for  Leasing  Equipment."   The  Practical  Lawyer, 
July  1977,  pp.  59-80. 

Stresses  that  the  lessee  should  develop  performance  specifications  for  the 
leased  equipment  and  incorporate  these  in  the  legal  documents.   Focuses 
exclusively  on  true  or  operating  leases,  but  the  extensive  checklist  should 
be  useful  to  municipal  officials  evaluating  any  leasing  arrangements. 


Municipal  Finance  Officers  Asociation.   A  Guide  to  Municipal  Leasing. 
Chicago,  Illinois:   Municipal  Finance  Officers  Association,  1983.  239  pp. 

The  most  current  and  comprehensive  treatment  of  municipal  leasing  available. 
Contains  chapters  on  types  of  leases,  reasons  for  leasing,  state  and  federal 
laws  governing  leases,  the  leasing  contract,  and  cost  calculations.   Focuses 
on  tax-  exempt  lease-purchase  agreements,  with  lesser  emphasis  on  true 
leases.   Particularly  useful  features  include:  in-depth  description  and 
examples  of  parts  of  a  lease  contract,  and  methods  for  and  case  studies  of 
cost  calculations. 


Schellenbach,  Peter  W. ,  and  James  S.  Weber.   "Leasing:  An  Alternative 
Approach  to  Providing  Governmental   Services   and   Facilities." 
Governmental  Finance,  November  1978,  pp.  23-27. 

Identifies  types  of  leases  and  then  focuses  on  tax-exempt  leasing  arrange- 
ments.  Develops  a  model  for  determining  when  lease  financing  is  less  expen- 
sive than  bond  financing. 


Legal  Considerations 

"Economic  Recovery  Tax  Act  of  1981,"  Public  Law  97-34.  95  Stat.,  172. 

Created  the  safe  harbor  true  lease  and  allows  the  investment  tax:  credit  to  be 
taken  on  historic  and  older  buildings  substantially  rehabilitated  and  used  by 
the  public  sector.   ERTA  also  created  the  Accelerated  Cost  Recovery  System 
for  depreciating  qualifying  capital  assets. 


Eden,  C.  Gregory  H. ,  and  Kenneth  W.   Bond,  eds.   Tax-Exempt  Lease  Financing: 
A  Modern  Tool  for  Equipment  Financing  in  the  1980s.   New  York,  N.Y.:  Law 
Journal  Seminars  Press,  1980.  694  pp. 

A  useful  compendium  of  legal  material  on  tax-exempt  leasing.   Reprints 
Section  103  of  the  IRS  Code,  tax  court  decisions,  and  important  IRS  proce- 
dures and  rulings  on  tax-exempt  arrangements.   Includes  law  review  articles, 
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state  constitutional  and  statutory  provisions,  court  cases,  and  attorney 
general  opinions  that  address  the  issue  of  whether  or  not  long-term  leases 
are  debt. 


Wallison,  Frieda  K.  "Tax-Exempt  Lease  Financing  Gains  Attention  as  Economic 
Conditions  Change."  The  Daily  Bond  Buyer-PSA  Supplement,  November  13,  1980. 
3  pp. 

An  excellent  summary  of  when  interest  paid  under  conditional  sales  agreements 
is  exempt  from  income  taxes,  when  and  why  payments  under  such  agreements 
qualify  as  obligations  but  not  debt,  and  other  legal  considerations  in  lease 
financing. 


Accounting  for  Leases 

Financial  Accounting  Standards  Board.  Accounting  for  Leases:  FASB  Statement 
No.  13  as  Amended  and  Interpreted  Through  May,  1980.  Stamford,  CT:  Financial 
Accounting  Standards  Board,  1980.  226  pp. 


National  Council  on  Governmental  Accounting.   Statement  5,  Accounting  and 
Financial  Reporting  Principles  for  Lease  Agreements  of  State  and  Local 
Governments.   Chicago,   IL:   Municipal  Finance  Officers  Association,  1982.  8 
pp. 

Incorporates  Statement  13' s  system  for  classifying  leases  and  its  principles 
for  accounting  for  leases  and  makes  these  principles  effective  for  govern- 
ments for  fiscal  years  beginning  after  June  30,  1983. 
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